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Preface 


One of the most important organizational innovations cur¬ 
rently under implementation in the structure and process of 
decision-making and in governance related to the major 
sectors of the Indian economy is the emergence of independ¬ 
ent regulation. The genesis of independent regulatory bodies 
and their functioning on a professionally rational basis stems 
from the early experience of natural monopolies reaping 
windfall profits and earning unfair economic rents that re¬ 
duced human welfare. A solution to the challenge of pricing 
and monitoring of the operations of natural monopolies was 
found particularly in the US through the institution of inde¬ 
pendent regulatory mechanisms, which attempted to simulta¬ 
neously protect the interests of producers and consumers of 
the services provided by these monopolies. However, over the 
years, independent regulation even in the US has changed 
substantially, and other models and methodologies have 
evolved that merit attention and analysis in terms of their 
structure and economic effects. India is a latecomer in adopt¬ 
ing the innovation of independent regulation, but in some 
sense this also provides an advantage because informed 
choices can be made in the Indian situation based on the 
experience of other countries. 

TERI as a forward-looking research institution visualized 
the rapidly growing need for research and generation and 
dissemination of knowledge in the field of regulatory studies, 
given the rapid liberalization of the Indian economy since the 
early 1990s. The Institute, therefore, set up a division for 
regulatory studies and governance in early 1999. One of the 
first major activities of the Division was to organize a national 
conference on Transition to a liberalized environment: experiences 
and issues in regulation with a view to learning from other parts 
of the world and also from the experience generated thus far 
in India itself. This volume is the published output of the 
proceedings of this conference. It is gratifying that the confer¬ 
ence, and by implication, the Indian challenge, attracted 
widespread attention from professionals in other countries 
who have an interest in spreading the knowledge and message 
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■ effective independent regulation. As a result, participation 
the conference has been at an extremely high level and 
verse in range and disciplines covered. These proceedings 
e not merely of relevance to India, but would also be of 
lue, it is hoped, in several developed countries and un- 
mbtedly in other developing countries, which are also 
appling with similar problems and challenges in an evolving 
age of the institutional innovation of independent regula- 
)n. Indeed, the contents of this volume and the eminence of 
e authors who have contributed to it are indicators of the 
lue and relevance of the pages that follow. 

R K Pachauri 
Director, TERI 
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Foreword 


Since the early 1980s there has been a wave of privatization 
and unbundling of utilities in many countries - both devel¬ 
oped and developing - throughout the world. This has also 
involved the introduction of competition and the establish¬ 
ment of new regulatory institutions. These developments were 
initially led by the telecommunications industry but were 
soon followed by other network industries such as electricity 
and natural gas; now, water supply and rail are also involved. 

In India, the issue of privatization and regulatory reform 
came to the fore in 1991 when the country was going through 
a difficult economic situation. Adverse economic conditions 
were also a factor that led Britain to modernize its utility 
sector. The aims were to increase the country’s efficiency and 
ability to compete internationally, and to enable greater 
investment so as to improve the quality of supply. 

In a relatively short period of eight years, a serious restruc¬ 
turing of the telecom, electricity, hydrocarbons, and ports 
sectors has been initiated in India. An independent regulatory 
authority has been established for the telecom sector, the 
Central Electricity Regulatory Commission has been set up, 
and an enabling provision has been made to establish state 
electricity regulatory commissions, given the concurrent 
nature of this sector in India. The Tariff Authority for Major 
Ports is also in place. 

The process of regulatory reform will need to evolve over 
time, and there are several challenges along the way. These 
include the need to build the financial strength of the utility 
sectors in India at the same time as protecting customers. The 
high incidence of poverty and the widespread low income 
levels make it all the more important to improve the present 
low levels of efficiency so as to keep any price increase to a 
minimum. Attracting more widespread political support will 
be helpful. In this context, the experience of the UK and 
elsewhere is helpful. Prices and complaints have come down 
(in some cases after initial increases) and investment and 
reliability have improved. 
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The regulatory reform process and the creation of a broad- 
based acceptance of this process need further research and 
information support. The conference on ‘Transition to a 
liberalized environment; experiences and issues in regulation’, 
organized byTERI on 3 and 4 February 1999, provided a 
unique platform for both the regulators and the regulated 
from across sectors to get together and share their experience 
thus far. The invitation to experts at the international level 
added value to this event by bringing in the latest thinking in 
regulation in other countries. 

This volume spans the 20 sessions of the conference, cover¬ 
ing the myriad issues that the subject of regulation throws up. 
It also provides a concise sector-wise analysis of the discus¬ 
sions and deliberations that the presentations provoked over 
the two days. The wide range and scope of coverage of the 
book will make it a useful reference to the issues in regulation 
in the infrastructure sector in India. 



Stephen C Littlechild 
Former Director General of Electricity Supply 
Office of Electricity Regulation, UK 
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Honourable Minister for Communications, Mr Jagmohan, 

Mr Deepak Parekh, Mr Urjit Patel, Prof. Stephen Littlechild, 
Ms Linda Breathitt, members of the Steering Committee of 
this conference, distinguished ladies and gentlemen. 

I have great pleasure in welcoming you to this conference. 

A special welcome to our distinguished guests who have come 
from overseas. Yesterday we had a few nervous moments, and 
some excitement because there was some disruption in 
Prof. Littlechild’s travel arrangements, but everything worked 
out all right in the end. 

We are indeed delighted to have with us Mr Jagmohan who, 
as all of you know, is a distinguished civil servant and who is 
now a political leader and Minister for Communications. In 
the telecom sector, as you are aware, there have been some 
major changes and there are several changes that are going to 
take place in the future. I had the privilege of interacting with 
our honoured chief guest when he was chairing the Standing 
Committee of Parliament dealing with energy, and it was a 
very stimulating exercise. Prof. Littlechild, of course, needs 
no introduction because what he has done in bringing about 
enormous gains in efficiency in Britain’s power sector as the 
chief of the Office of Regulation is now known round the world. 

Such a conference is perhaps being held for the first time in 
India, particularly in respect of the enormous spread of the 
subjects that are being covered. It is our effort to gather the 
experiences and the insights of both the regulators and those 
who have been regulated round the world. 

India has embarked on a process of involving the private 
sector in its infrastructure development. In view of this and 
also the fact that independent regulation brings with it several 
benefits to the public at large, this is an exciting area of policy 
formulation and implementation. We are particularly happy 
that the Infrastructure Development Finance Company Lim¬ 
ited has joined hands with us in this venture; of course, there 
are several other organizations that have provided us help 
and support. This is indeed for the first time that a conference 
like this is being held. Therefore, I hope the output of this 
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conference and its proceedings would be taken note of at 
various levels of the government, in the private sector, and by 
the public. 

If I may say with some sense of humility, TERI has been 
responsible for launching several firsts. It was over 10 years 
ago, for instance, when climate change was not an important 
issue in the policies of national governments that TERI em¬ 
barked on a programme of research on climate change. We 
have since then established ourselves as one of the leading 
developing-country research institutions working in the field 
of climate change. Apart from doing research, we have also 
done a fair amount towards influencing the process at the 
international and the national levels as the negotiations in this 
area have progressed. 

For those of you who are not familiar with this Institute, I 
might just mention that we are a not-for-profit independent 
institute. We work on several fronts in the fields of energy, 
environment, and sustainable development. As part of our 
work, issues of control, regulation, and governance become 
vitally important. For this reason, we have established within 
TERI a new division on regulation and governance and we 
hope that as the years go by we will expand our activities in 
this area and build on the small beginning that we have made. 
This is an appropriate time to look at these issues because we 
are on the eve of the next millennium, when India will be a 
very different and much better society and nation than what it 
has been in the past. Issues of restructuring, governance, and 
independent regulation are going to guide efforts towards 
meeting that dream. 

It is also important for us to organize this function as the 
first major function this year since the year represents the 
silver jubilee of the Institute. TERI was formally established 
in 1974. We started on our own research activities towards the 
end of 1982 with just two or three persons on our staff. 

Today, we are about 500 strong and have a visible presence in 
India not only in New Delhi but in Bangalore, Guwahati, and 
Goa. We also have a presence overseas - an affiliate institute 
called the Tata Energy and Resources Institute established in 
Washington, DC. We have staff based in Germany, Japan, and 
Russia as well. We are hopeful that sooner rather than later we 
would also have a presence in the UK. 

We are eager to see that at this conference we discuss issues 
as objectively as possible. I am sure there will be much that 
would come out from the wisdom, the experience, and the 
knowledge of this distinguished group which would help 
formulate policy and that would aid the actions of the 
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regulatory organizations themselves. At the end, there will be 
a panel discussion in which the essence of what was discussed 
in all the technical sessions will be presented. We hope that 
therein we will be able to resolve some of the questions, 
doubts, and issues that come up for discussion. 

So I will not say any more at this point of time except to 
repeat my warm welcome to you all. Once again, may I wel¬ 
come Mr Jagmohan and thank him for sparing the time to be 
with us. I would like to acknowledge the presence of 
Ms Linda Breathitt who is a commissioner from FERC (Fed¬ 
eral Energy Regulatory Commission) in the US. We are par¬ 
ticularly delighted to have her here and we would certainly 
like to listen to her views for a few minutes during this inau¬ 
gural session. As you are aware, the US is rich in experience 
with regulatory issues and FERC has been a major innovator 
and guide in the changes and the innovations that have taken 
place in several industries in the US. Thank you. 
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Ladies and gentlemen. It gives me great pleasure to join 
Dr Pachauri in welcoming you to this national conference on 
regulation. The IDFC (Infrastructure Development Finance 
Company Limited) is proud to be associated with this confer¬ 
ence. We at the IDFC strongly believe that an independent 
and enabling regulatory framework is a critical prerequisite 
for achieving our mandate of leading private capital to com¬ 
mercially viable infrastructure projects in India. We believe 
that transparentj stable, and fair regulation is good for busi¬ 
ness. Your presence reaffirms our belief that the issues to be 
discussed over the next couple of days are indeed relevant and 
important. 

Regarding our efforts in reforming infrastructure sectors, 
we seem to have perfected the art of first tying ourselves up in 
knots and then spending a great deal of time undoing the 
damage. For example, in the power sector, we are trying to 
dismantle the vertically-integrated utilities on the one hand 
and, at the same time, binding the sector into long-term take- 
or-pay contracts with private power producers. 

Unfortunately, our efforts to establish independent and 
credible regulatory institutions are also no exception to this, if 
our experience in the telecom sector is anything to go by. The 
Government of India created the Telecom Regulatory Author¬ 
ity of India but through its operating arm, the Department of 
Telecommunications, it continues to periodically challenge 
the regulators decisions in the courts.We are moving towards 
a similar deadlock in the case of electricity regulatory com¬ 
missions. For instance, the primary task of these commissions 
is to increase tariffs to economic levels and ensure that any 
subsidy is made good from the general exchequer of the state 
governments. As most state governments are unwilling to 
divest ownership of the sector, these regulators could end up 
in tussles with the very governments that have created them. 

The principal reason for this is that we have neither com¬ 
pletely understood the concept of regulation nor its rightful 
place in the context of restructuring infrastructure services. 

As you are aware, the need for economic regulation typically 
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arises from market imperfections such as monopoly, informa¬ 
tion asymmetry, and externalities. Accordingly, the design of a 
regulatory framework for an industry should be attuned to the 
specific market imperfections that need redressal. 

In the case of infrastructure services, the principal reason 
for establishing independent regulators is the need to vitiate 
the monopolistic character of the industry. Fulfilling this 
need, in operative terms, translates into a multiplicity of 
responsibilities. On a continuous basis, the regulator should 
focus on obtaining a better deal for consumers by introducing 
competition, thereby reducing the monopoly power of the 
dominant incumbent operators. At the same time, the regula¬ 
tor should retain incentives for the regulated entities so that 
they continue to invest and operate efficiently. For the effi¬ 
cient evolution of the sector, the regulator should ex ante 
create an enabling environment for the entry of new and 
efficient technologies, despite the risk that it might displease 
existing operators. 

As regards the goal of tackling or reducing monopoly 
power, the task of extracting relevant information from regu¬ 
lated entities will only be that much more arduous if the 
regulator is pitted against a dominant monopoly. If alternative 
ways of mitigating monopoly power can be found, the need 
for regulation can be considerably reduced. The experience in 
other countries clearly shows that there are at least two ways 
to achieve this. 

First, thanks to certain technological developments, the 
erstwhile vertically-integrated monopolies can now be unbun¬ 
dled into their constituent and distinct elements, some of 
which are amenable to the introduction of competition. For 
example, it is now well established that the electricity industry 
can be unbundled into separate generation, transmission, and 
distribution segments and that it is feasible to introduce 
competition in generation. If the power sector is unbundled 
accordingly, the regulatory burden can be drastically reduced 
since the market forces can be expected to take care of the 
task of regulating the generation component of the sector. 
Similarly, if the responsibility of distribution in different areas 
is given to different firms, the regulator can expect to have 
that much more information, which makes it easier to regulate 
them by comparing the performance of one against the other. 

Second, the regulator can fight his battle by placing the gun 
on the shoulder of major consumers. Unlike individual or 
domestic consumers, large institutional consumers are likely 
to be more effective in eliciting the best deals from large 
suppliers. Hence, if such major players are allowed to 
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negotiate their supplies directly in a transparent manner, the 
regulator can use the corresponding price signals for the 
remaining consumers. 

As regards the task of retaining incentives for regulated 
firms, the least that a regulator can do is reduce regulatory 
uncertainty. This can be achieved by establishing transparent 
principles of regulation for a given period and then adhering 
to it. The task of structuring incentives is a sophisticated 
subject in itself, in that it draws upon a multiplicity of facul¬ 
ties ranging from economics and engineering to politics. 
Hence, we need to equip our regulatory institutions with the 
right skills. 

The best regulation is perhaps the one that regulates the 
least. Good regulation is much more than merely grafting one 
more institution on to an existing industry structure. In fact, 
for regulation to be effective, it needs to be independent, 
transparent, and, if need be, accompanied by appropriate 
restructuring of the industry. 

Although complex in its own right, thankfully, regulation is 
not a rocket science. Others have harnessed it to keep their 
infrastructure sectors on an even keel during the period of 
transition and beyond. We can do it too, provided we are 
willing to think through the issues and learn from others. I 
sincerely hope that this conference will elevate the policy 
debate on regulation in the context of infrastructure develop¬ 
ment in our country. 
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Chairman, Honourable Minister, ladies and gentlemen. I am 
very honoured to be invited to deliver the keynote address at 
this conference on what I think is one of the most exciting 
topics at one of the most exciting times in the development of 
India’s regulation policy. I was wondering how relevant the 
British experience would be, but I was reassured when I read 
an article in the latest edition of Business India, which devoted 
its lead editorial to spelling out some of the problems in the 
electricity sector in India today and some of the solutions that 
the editor recommended. In brief, the concerns that it ex¬ 
pressed were heavy financial losses, uneconomic tariffs, poor 
quality of supply, rising demand, and a significant need for 
new investment. Welcoming the government’s policy in this 
area, the editorial argued for restructuring the state electricity 
boards, rationalizing tariffs, introducing private ownership, 
and establishing and developing regulatory commissions; and 
I am sure they meant to include encouraging competition. 
These are very familiar and very welcome topics to me, and 
indeed these are policies that are increasingly being adopted 
all over the world. Perhaps the first example was in Chile. 
Subsequently policies of this kind have been introduced in 
Norway, Sweden, Finland, Australia, New Zealand, Spain, 
Italy, Argentina, Columbia, many parts of Latin America, 
Europe, Asia, and many states in the US and Canada. Within 
India, a number of states, particularly Orissa, have adopted 
these policies. 

The experience that we have in Britain ought to be of help to 
you and I hope that it will be useful if I review rather briefly 
the experience we have had over the last 10 years or so. Let 
me start with the motivations for privatization in Britain. 
There was a philosophical preference to reduce the role of the 
government in industry, but the more practical aim was to 
increase the role of the customer. The government stated that 
decisions about electricity supply should be driven by the 
needs of the customer. It also wanted to increase efficiency, 
which had not been particularly distinguished in nationalized 
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industries. The process of privatization was increasingly 
popular with investors and the government’s role was to 
increase the proportion of industry which was owned by small 
investors. Privatization proceeds were a valuable source of 
revenue for the government, which could be used to meet its 
expenditure or to reduce taxation. Finally, after the develop¬ 
ment of regulation for British Telecom, it was apparent that it 
was possible to regulate a monopoly efficiently and consider 
such a policy for other utilities including electricity. 


What were the principles that were followed in privatizing 
electricity? The first guiding principle was that the decision 
should be driven by the needs of customers. The second was 
the decision to restructure the industry so as to separate (as 
far as possible and practicable) the monopoly elements and 
the competitive activities. The third was the decision to intro¬ 
duce competition and choice for customers wherever possible; 
where it was not, there would be regulatory control of the 
monopoly elements - prices and quality. However, these 
regulations would be put in with the aim of increasing the 
incentives for efficiency on the part of the monopoly. A regu¬ 
latory body would be established with well-defined powers. 
Clearly, regulation was needed to protect customers and to 
promote competition, but it was important from the point of 
view of investors that these powers should not go beyond a 
reasonable level. Finally, the government needed to have a 
role to reflect the elements of public interest that might not be 
encompassed in the other elements of regulation. Once again, 
this role needed to be closely defined, particularly if it was 
intended to attract private capital. 


Restructuring 
of the British 
electricity 
industry 


The main restructuring that took place in England and Wales 
was that the large central electricity generating board, which 
had been responsible for almost all the generation and trans¬ 
mission, was split up and transmission was created as a sepa¬ 
rate activity. In the National Grid Company, which was also 
responsible for organizing the pools, generation was separated 
from transmission. This proved to be extremely important for 
encouraging competition because it meant that new genera¬ 
tors could contract to use the transmission system and often 
have the system extended for their benefit, knowing that it 
was not being operated to protect existing incumbent genera¬ 
tors. The transmission company has a statutory duty to pro¬ 
mote competition. Generation was split into three companies. 
The reasons for this are associated with the desire to privatize 
the nuclear company which was at that time thought to be 
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possible, but shortly thereafter recognized as not initially 
possible. The consequence is that only three companies were 
created. In retrospect, that was not enough and more compa¬ 
nies could and should have been created. 

The electricity pool was created whereby all generators 
would bid into the pool to run and all suppliers would pur¬ 
chase out of the pool. This served the purpose of establishing 
the means of deciding which generators would run, and what 
the prices would be at each time of the day. We now believe 
however that we can improve on the pool and create a more 
flexible, sophisticated, and advanced set of markets similar to 
those we see for other commodities rather than regarding 
electricity as something very special. At the moment, we 
have under way a programme of reform which will take a 
couple of years. 

It was decided that distribution should not be separated 
from supply. The distribution and supply companies had 
already been separated from generation. At that time, it was 
not clear that supply could be a completely separate activity 
from distribution. It was also not clear that the concept of 
competition in supply would become operational and realistic. 
We now realize that supply is a separate and distinct activity 
from distribution. Dealing with customers is a different activ¬ 
ity from operating the wires on a system, and increasingly we 
are looking to separate those functions. 

What I have to talk about mainly relates to England and 
Wales; in Scotland, the two companies are completely verti¬ 
cally-integrated bodies that are increasingly being regarded as 
presenting problems, and something may have to be done 
about that. 

Let me now look at the development of competition. Initially, 
the two largest companies were responsible for nearly 80% of 
the output in England and Wales. They were often regarded as 
a duopoly, and that was a matter of concern. Since then, 
competition has been evolving in a number of different ways. 
The interconnectors with Scotland and France, which were 
previously only used when the central electricity generating 
board chose to use them, are now used fully because the Scots 
and French can compete without restrictions and are doing 
so. Indeed, the Scots have increased the capacity of the 
interconnector to compete more effectively. 

The nuclear stations, which were previously largely 
unknown because their performance was buried in the per¬ 
formance of the generation companies, were now isolated. 
Their performance was poor by international standards. 
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However, it has improved remarkably. The availability of 
nuclear stations has increased by over a half in the last seven 
or eight years as a result of more efficient maintenance. Con¬ 
sequently, their output is much greater than it was before and 
they too are challenging the larger players. 

I was not satisfied that competition was developing fast 
enough and I asked the two largest generators to dispose of 
some of their stations to competitors. In the event, both sold 
plants to one of the regional companies, Eastern. This created 
another player in the game and, because Eastern ran these 
stations much more intensively and more aggressively than 
the previous companies had done. Eastern now has about 
10% of the market. 

Finally, but by no means least important, the new entrants 
who came in and were willing to build stations from scratch 
now account for about 15% of the market and more are still 
wishing to enter. 

The consequence of these developments is that the share of 
the duopoly has been almost halved since privatization. How¬ 
ever, that does not mean that the problem has been solved. 


The future There is still evidence that the largest companies can influ¬ 
ence the price - they have a pool price higher than that at the 
new entry level and have increased it. We know that there will 
be further entry if allowed, but it will take time. We need to 
consider what to do until then. An additional complication is 
that the new government recently decided to operate a stricter 
consents policy in order to protect the coal industry for a little 
longer. In practice, this means that it will refuse permission to 
almost all the potential new entrants powered by gas. In these 
circumstances, further divestment of plants by the main 
companies is needed to assist in this transition to competition. 
I would emphasize that this cannot be an alternative to new 
entry; new entry is crucial for driving down prices and pre¬ 
venting existing players from keeping up prices. 


Competition 
in supply 


There was initially great uncertainty about the whole concept 
of competition in supply as it was completely unknown at the 
time of privatization. I had to argue strongly to get any refer¬ 
ence to it in the government’s initial White Paper. People said 
that customers would not bother to choose a supplier and that 
suppliers would not be interested in competing. That is one 
reason why supply was initially not separated from distribution. 

The government also decided to phase in the introduction 
of competition in supply by creating a franchise which allowed 
the generating companies and in turn the incumbent suppliers 
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to sign higher-priced contracts with the coal industry to give that 
industry further protection during its own transition to competi¬ 
tion. This would come at the expense of smaller customers. 

In fact, customers have greatly welcomed the ability to 
choose their supplier and competitive suppliers have increas¬ 
ingly grown used to this concept of competition and partici¬ 
pated enthusiastically. 

For all sizes of the market there has been a steady growth in 
the proportion of customer demand met by second-tier sup¬ 
pliers (i.e., those from outside the local area). Initially about 
40%, but now 80% of the demands of large customers are 
met by suppliers other than the local ones; for medium-sized 
customers, this proportion has gone up from about 25% to 
60%. Figure 1 shows the steady increase in the proportions in 
these two markets. Some of the second-tier suppliers are the 
major generators, others are local companies increasingly 
supplying outside their areas on a national basis. 

The process of introducing competition in supply for domes¬ 
tic customers is a very considerable exercise. Many people 
doubted whether it would be worthwhile, as there were 
26 million customers to accommodate. We had to introduce 
profiles of usage to minimize the costs of metering so that 
domestic customers did not have to install expensive new 
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Figure 1 Market share of second-tier suppliers 
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meters. We had to ensure that all the companies had registra¬ 
tion and data transfer systems to keep a record of where 
customers were and where they would be moving to make 
sure that they could be billed accurately and in a timely way. 
These costs were very significantj amounting to hundreds of 
millions of pounds. It worked out to about one per cent of 
each domestic customer’s bill.This was also a major project 
management exercise. As the regulatory body, we had to 
be involved in organizing this because it transpired that it 
could not be left to the industry itself. This was a novel 
responsibility for the regulator. We decided to phase in the 
introduction of competition over about nine months, starting 
in September 1998 and going on to June 1999. 

Customer safeguards 

We are also aware that amongst domestic customers some 
would be better able to understand these developments and 
look after themselves than others. Hence, we introduced codes 
of practices on all the suppliers concerning their services for 
the elderly and disabled. We required all suppliers to provide a 
range of payment options such that some would suit the needs 
of all customers. They were required to spell out exactly what 
procedures they would adopt for customers who got into debt. 
The local companies had to make available their prepayment 
meter systems so that all suppliers could use this. For about a 
quarter of the customers, prepayment systems were absolutely 
crucial in enabling them to continue to pay their bills and 
order their usage in a way they could afford. We introduced 
maximum price restraints for an initial period of two years in 
the expectation that competition would develop, but we did 
not know exactly how far and how fast it would develop. We 
needed some guarantee that customers would be better off and 
not worse off. These initial price restraints provided that every 
domestic customer should have a reduction on average of six 
per cent in real terms in 1998 and a further reduction of three 
per cent in real terms the next year. Finally, we introduced 
some conditions of non-discrimination on the suppliers as a 
transition to a more competitive market and to make sure that 
the local suppliers did not discriminate to keep out new suppliers. 

Results to date 

The record, so far, is that all the companies have opened at 
least part of their areas to competition. Over eight million 
domestic customers now have access to competition. Over 
200 000 of those customers have already changed their 
suppliers. Well over a million of them have signed contracts to 
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change their suppliers when it becomes possible to do so. [At 
the time of publication, all areas were open to competition so 
that all customers can choose their supplier; about 2.5 million 
(10%) have already changed their suppliers.] They have been 
offered price reductions by competitors which vary from one 
area to another, depending also on the type of tariff that they 
prefer, but offers of around or over 10% are available. 

The main reductions are on the standard quarterly credit 
payment type of tariffs and the least reductions are for pre¬ 
payment meters and night-time economy rates which had 
been held down in the past or perhaps were kept just below 
cost. Suppliers have made the best offers to those customers 
that have the higher prices at the moment in relation to costs. 
Thus customers are now better protected by competition and 
are increasingly welcoming it. They are treating it quite natu¬ 
rally because they have seen competition developing in gas 
supply and many of them are now choosing to buy gas and 
electricity from the same supplier. All the electricity compa¬ 
nies are now selling gas and gas companies are now selling 
electricity. There is a greater degree of competition across the 
fuels as well. 


*r\ce controls 


In the areas that are not open to competition, we have intro¬ 
duced price controls - on the wires in the transmission and 
distribution networks. Initially, the price controls set up by 
government flotation were not very challenging. In the case of 
distribution, they provided for increases rather than decreases 
in prices in real terms. But the companies achieved significant 
cost reductions and there was scope to reduce costs further. 
Since the assets were sold to investors at below the cost of 
installing those assets, it is not necessary to remunerate the 
assets to a higher level than what was paid for. These various 
factors enabled me to cut the charges of distribution and to 
tighten the price controls. In 1995 and 1996, we were able to 
cut the prices by between 20% and 30% depending on the 
company. After that, there was a further price reduction of 
three per cent a year in real terms relative to the retail price 
index. This set of price controls was equivalent to reducing 
distribution charges by nearly 10% a year for five years in a 
row. The benefits to customers were worth about 4 billion 
pounds over five years. We made similar reductions in trans¬ 
mission charges. In 1997, an initial 23% cut followed by 
reductions of 4% a year for a further four years was worth 
another billion pounds to users of that network. 

What has been the net effect of competition and price 
controls on final prices to customers? By the middle of 1998 
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we had reductions in prices ranging from 23% to 32% in real 
terms since privatization, for all groups of customers. The 
smallest reduction was for the extra large and domestic cus¬ 
tomers. Extra large customers did not have great reductions 
because they had very low prices before privatization. For 
domestic customers, competition had not yet come in. But 
even these have had reductions of 23% in real terms. The 
largest reductions were in fact for the medium-sized industry 
or customers. These reflected, to a significant extent, the 
relative prices before privatization. Competition is now pro¬ 
tecting those customers who did not have political bargaining 
power before. We expect further reductions for domestic 
customers, as competition is now being introduced. 

We have been very keen to protect the quality of service. We 
do not want to lower prices and lower the quality of service. 
So we have been monitoring the technical standards so that 
these are maintained at a very good quality of supply. We have 
made investment allowances in the price control to the main 
and improved the network, particularly focusing on those 
customers that are worst served. I specified 18 standards of 
performance with respect to management that the companies 
needed to meet. The companies have met them, and we have 
tightened and extended the standards. The quality of service 
shows improvement all round. We specified minimum com¬ 
pensation payments in case the companies failed to meet 
these standards. The minimum was ^^205 we pay more in some 
respects, for example, if customers are without supply for 
more than 24 hours, a payment of ,^50 is made. Performance 
has improved and domestic disconnections have been re¬ 
duced. Companies have used prepayment meters, they have 
scheduled the repayment of debts to meet the needs of cus¬ 
tomers, and disconnections for non-payment are now less 
than one per cent of what they were before privatization. 
Customers themselves are more satisfied, complaints are 
lower by 60%, down to less than 40% of what they were. 

These are achievements, but there are challenges as well. 
Market power in generation still exists; we need to take fur¬ 
ther steps and encourage more new ventures to deal with that. 
We need to open the domestic market to competition and to 
do It without disruption to customers. Reform of the pool and 
the trading arrangements is under way to bring them in touch 
with the trading that will take place in the 21st century. We 
need to separate distribution and supply more effectively to 
facilitate competition. All these issues are more serious in 
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Conclusion 


Scotland than they are in England and Wales. We need to 
revise the price controls and that process is under way at the 
moment. Some of the monopoly areas can now be opened to 
competition, for example, the provision of metering, meter 
reading, and the provision of connections to the system. 

“ There have been substantial achievements in Britain on the 
part of the electricity industry over the last 8 to 10 years. This 
reflects the introduction and extension of competition both in 
generation and supply, and tighter price controls. There are 
now lower prices for customers, improved quality of service, 
and greater customer satisfaction. But there are still chal¬ 
lenges, including securing more effective competition, 
improving the trading arrangements, separating supply and 
distribution further, and revising price controls. I believe all 
involved, including the customers, employees, and investors, 
have benefited from the process, but there is much still to be 
done. 

I do not have the knowledge to analyse the situation in 
India in any detail. I would say that if the description given in 
the Business India article is correct, it would seem that the 
problems, challenges, and tasks to be done in India are prob¬ 
ably greater than in Britain. But by the same token, the ben¬ 
efits from reform should be greater as well. 
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Dr Pachauri, Prof. Littlechildj and other dignitaries on the 
dais, and participants. It is my privilege to be with you this 
morning for the inauguration of this important conference. 

I have no doubt that with such high-level participation, the 
deliberations of this conference would be fruitful and 
rewarding. 

At the very outset, let me assure you that whatever recom¬ 
mendations you may make, whatever thinking emerges out of 
this seminar will receive the earnest consideration of the 
government. India is a very complex society with a wide 
variety of people and economic and social levels in which 
democratic institutions have yet to strike root. We are now 
going to add another institution, the institution of regulatory 
authority, in our legal and constitutional systems. 

In my view, every institution has two basic components - 
one is its structure, the other is its soul. The structure is the 
administrative, legal, and constitutional framework; the soul is 
the social and cultural environment, the social and cultural 
roots of the institution. If any institution has to be effective, 
and must yield the results for which it was set up, then the 
environment around these institutions must be conducive and 
congenial for it to function effectively. We have, therefore, to 
devote our attention to this aspect as well. 

We have the institution of executive authorities, the Parlia¬ 
ment and the judiciary. I will not go into detail about this, but 
in India most institutions have not received the popularity 
which we thought they would. The judiciary on the whole has 
been accepted and people have a great deal of faith in the 
Indian judiciary. This is because the Indian judiciary was able 
to adapt its interpretation to the need and the changes of the 
time. It has interpreted the Indian constitution dynamically 
and creatively, and the various social and economic compo¬ 
nents of our society have accepted that attitude of our courts. 
That is why the poor and the rich have equal faith in our 
judicial system. 

The new institution of regulatory mechanism will be 
accepted if it is able to function in a dynamic and creative 
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manner. We have very knowledgeable, experienced, and bril¬ 
liant people who will be constituting these authorities, but 
much will depend on how they proceed and what balance they 
strike. I am dealing with the telecommunications department, 
and a mention was made earlier about the unhappy experi¬ 
ence of the regulatory authority in this sector. I was not the 
minister then, but I have seen the paper. Regarding the rates 
for different people, there is a viewpoint held byTRAI 
(Telecom Regulatory Authority of India), and there is an 
equally sincere viewpoint held by the standing committee of 
the Indian Parliament. There is also a viewpoint held by the 
DoT (Department of Telecommunications). According to me, 
all these views are honestly held. They are not biased, but the 
complexity of the situations with which these institutions are 
faced with leads to differing viewpoints. To strike the right 
balance is the real challenge before the regulatory authorities 
in India. After all, we are a poor country. What is the percep¬ 
tion of 80% of the people when we arbitrarily decrease tariffs 
in some places and increase it in others? How will it be ac¬ 
cepted by our Parliament? We are all parliamentarians and we 
are answerable to those needs. The issue before us is to strike 
the right balance. I think that some sort of formula would 
emerge from this seminar which will act as a guidance to the 
authorities and to all the various components of the govern¬ 
ment that are concerned with this reform. 

Responding to another remark made earlier this morning, I 
would like to say that if there is a difference of perception, 
ultimately the interpretation of the court has to be accepted. 
There has been a difference of opinion between the DoT and 
TRAI regarding the interpretation of the legislation and the 
matter went to court. Ultimately, the court has to interpret 
and lay down the law, it has laid down a law in a particular 
way. Our judiciary is still supreme and we all have to accept 
what ultimately is interpreted by the court, unless we decide 
to amend the law. 

Prof. Littlechild talked about the distribution, supply, and 
generation of electricity being separated. But in India, the 
most difficult point is to decide where the charges are to be 
collected from because there are many people who are not in 
a position to pay. But they too would like to have power. 
Cross-subsidizing becomes uneconomical for some people. 
Though our situation is highly complex, that is going to be 
the major challenge before us in this process. We are talking of 
a liberalized environment. There is a larger issue which we 
must understand — the entire society has to be liberalized, it 
has to develop a liberal outlook. 
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The attitude of a common man in England is not the same 
as that of someone in India. He is much more educated and 
mature, but a vast section of our people have a different frame 
of mind. How do we convince them that what has been done 
is in the interest of the Indian nation? It is difficult to con¬ 
vince them when it comes to their own interest, but we must 
be accommodative. 

It is very difficult for a developing country to have a suc¬ 
cessful liberalized environment. This is because it also func¬ 
tions in a larger environment of international mechanisms, 
where the resource distribution between the poor and the rich 
is so designed that the poor will always be left with very little 
resources. The overall liberalized environment at the interna¬ 
tional level is making one part of the country and the world 
far richer than the other part. Unless we correct the distortion 
of history, we will not be successful. Despite all our efforts, 
the reform procedure will succeed only if we are able to get 
rid of our entrenched reflexes and old views about moving in 
a particular direction. At the international level, there have 
been so many commissions - the Brandt Commission, the 
Brundtland Commission - but what is the outcome of these? 
No one is prepared to liberalize his mind and have a fair and 
equitable distribution at the world level. 

If our regulatory mechanism has to succeed, there is need 
for a very strong regulatory authority which is transparent and 
is a fair and just mechanism which inspires confidence. We 
have to impart efficiency to these institutions but we also have 
to ensure that the proper social, political, and cultural envi¬ 
ronment is created. Such an environment can be created only 
if there is also a fair and equitable distribution at the interna¬ 
tional level. 

I have seen the working of the power sector. Everybody 
wants to enter generation and transmission, but when it 
comes to actual distribution and ground-level reality nobody 
wants to burden themselves. We have to see why we are not 
able to meet the challenge where it is most needed, i.e., at the 
ground and field level. We have to work at how to ensure 
acceptance and workability at the field level. 

Finally, we are very grateful to Dr Pachauri for setting up a 
new division in his organization. When I was running through 
the different viewpoints held by the DoT,TRAI, and the 
Standing Committee, one common point that emerged was 
the lack of scientific data on which we have to work. Most of 
us are working on assumptions which may not be valid. I am 
sure TERI would be able to supply the scientific data to all 
the agencies involved and this will make their deliberations 


Inaugural session 



21 Inaugural address 


more accurate and their conclusions more correct and accept¬ 
able because when seen against certain data, acceptability 
increases. I am grateful to him for having taken the initiative 
in this matter. I wish all of you the best of luck, and best of 
deliberations. And, once again, I assure you that whatever 
thinking emerges out of the conference will receive our most 
earnest consideration. Thank you very much. 
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The study and understanding of international energy regula¬ 
tory issues is very important, especially at this time of con¬ 
verging global energy markets and multinational business 
transactions. For the first time in the US, foreign companies 
which are very keen on purchasing assets have entered the 
electricity markets or have tried to sell in the power genera¬ 
tion market in America. This is illustrative of the robust 
competitive market that is developing in the US. This confer¬ 
ence on the transition to a liberalized environment is very 
timely. As India proceeds with the introduction of independ¬ 
ent regulation of its energy industries, the sharing of informa¬ 
tion between nations is particularly meaningful. 

I appreciate the opportunity to participate in this confer¬ 
ence and to share views on the evolution of energy regulation 
in the US as we are moving forward rapidly to competitive 
markets and replacing monopoly regulation with market 
regulation. I would like to repeat some themes that I have 
heard this morning to illustrate how important they are as we 
write new rules at the Federal Energy Regulatory Commission 
to guide our industries and continue regulation, but in a 
different form. Dr Pachauri talked about consumer benefits, 
and the fact that consumer benefits must always be in focus 
when new rules are written. Transparency is also very impor¬ 
tant. An environmental analysis must also be a component of 
new rules going forward. As competitive energy markets 
develop, market monitoring, independence, and governance 
are very important principles and themes. I will talk more 
about this later when we discuss the power sector. 

It is wonderful to be here with distinguished colleagues 
from all over the world and in India and I look forward to the 
opportunity to addressing you later. Thank you. 
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It is indeed my pleasure to deliver the Vote of thanks for this 
particular session in the first national conference on issues 
and experiences in regulation. Firstly, I would like to thank 
Mr Jagmohan, Honourable Minister for Communications, for 
taking the time out to be with us on this occasion and for his 
very positive words of encouragement on the conference and 
the new division that has been established atXERI. He has 
very importantly pointed out the importance of the institution 
and of the relationship between various institutions. 

I would also like to thank Prof. Stephen Littlechild for 
being here with us, giving us a very insightful address this 
morning, and sharing his experiences in deregulation. From 
India’s learning point of view. Prof. Littlechild’s remarks on 
the fact that reforms themselves are a dynamic process and 
that competition can be created actively in the areas where we 
are restructuring are of significance. 

I would like to thank Ms Linda Breathitt for agreeing to 
share her views with us in this inaugural session and talking in 
particular about the differences between monopoly regulation 
and market regulation. The reason why we named this par¬ 
ticular conference ‘Transition to a liberalized environment’ is 
because we recognize that it will take time for us to develop 
our own markets and be ready for a more open market struc¬ 
ture. 

I would also like to thank Mr Deepak Parekh, Mr Urjit 
Patel, and the Infrastructure Development Finance Company 
Limited for all the support they have provided. They were the 
first ones to come forward and join hands with us on this 
conference and we are indeed grateful for this support. 

I would also like to thank all the members of the Steering 
Committee of this conference who have so ably guided us in 
designing this conference and its structure. They helped us get 
the right speakers and have supported us all through the 
conference. 

I would like to acknowledge all those who have supported 
this conference, the Central Electricity Regulatory Commis¬ 
sion, the Cellular Operators Association of India, Hindustan 
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Petroleum, the HSBC Investment Banking, the Orissa Elec¬ 
tricity Regulatory Commission, the Department for Interna¬ 
tional Development, the Telecom Regulatory Authority of 
India, the Tariff Authority for Major Ports, and the Ministry 
of Petroleum and Natural Gas. 

I would also like to thank all the international participants 
who have joined us to share their experiences with us during 
the course of this conference and everybody else who is with 
us. Thank you all very much. 
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India has been among the most regulated economies in the 
world. Industrial licensing, import licensing, export assist¬ 
ance, size restrictions by the MRTP (Monopolies and Restric¬ 
tive Trade Practices) Act, storage restrictions under the 
Essential Commodities Act, restrictions on interstate move¬ 
ment of food products and some cash crops, interstate per¬ 
mits for vehicle movement - the list of regulations and 
restrictions is endless. At the operating level, FICCI (Federa¬ 
tion of Indian Chambers of Commerce and Industry) and the 
CII (Confederation of Indian Industry) have reported that 
factories have well over 30 inspectors visiting them every 
month. There are numerous regulations that can be thrown at 
the individual citizen (particularly the trader and the manu¬ 
facturer), the violation of which is subject to interpretation 
and punishment. 

Our regulatory systems have evolved as a part of the gov¬ 
ernment. As the economy expanded into more sectors and 
became more broad based, their extent and scope have also 
expanded. The command economy model that was accepted 
with the Second Five-Year Plan, followed by the nationaliza¬ 
tion of banks and insurance, signals emanating from the 
taking over of management of textile mills in Mumbai and 
Ahmedabad that maintaining employment took precedence 
over productivity and profit, etc., were some of the many 
influences that led to huge amounts of authority passing into 
the hands of officers of the government (with considerable 
room for discretion), whose decisions could mean substantial 
profits or losses. This led to a stifling of initiative, efficiency, 
productivity improvement, and growth. It also led to a grow¬ 
ing ethos of corruption. 

There have been regulators appointed outside of the nor¬ 
mal government administrative systems in the past. The RBI 
(Reserve Bank of India) is one of them, SEBI (Securities and 
Exchange Board of India) was another. Many years ago, the 
FMC (Forward Markets Commission) was an independent 
regulator of forward markets. The Tariff Commission was an 
independent regulatory body which recommended tariff 
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levels. The Company Law Board, the BIFR (Bureau of Indus¬ 
trial Finance and Restructuring) for sick companies, the 
Human Rights Commission, etc., were others. Some of these 
were, however, abolished during the 1960s and 1970s. 

Neither the RBI nor SEBI can be called an independent 
regulator. Unlike in Germany, the US, and now the UK, the 
RBI ultimately reports to the finance ministry and therefore 
takes overall directions from the government. The appeal 
against SEBI is to the Finance Secretary and not to the 
courts. SEBI is also not an independent regulator. Other such 
bodies like the Company Law Board are, in fact, part of the 
government mechanism. The BIFR has powers but is like a 
government body in its lack of speed. Some others like the 
human rights, minorities, and disinvestment commissions are 
without powers. Their work raises the conscience but often 
does not make a difference. 

In the last three years, infrastructure has been recognized as 
a major constraint on economic development and growth, 
requiring vast investments. The government does not have 
such funds for investment. The country needs all possible 
sources of funds. The entry of private investment - both 
domestic and foreign - is essential in addition to public 
investment. These investors who would be required to bring in 
large funds need the comfort of a regulatory environment 
which is independent, transparent, consistent, and predict¬ 
able. This environment was not available within the con¬ 
straints of government departments. Independent regulatory 
mechanisms were mooted as the solution. Such mechanisms 
have now been created for telecom and electricity. Oil and 
gas, roads, and ports will soon follow. Such a body for major 
ports is also in place. 


Characteristics lies both in relation to the individual and the 

of an institution. In the case of the individual, it would rest in an 

Independent ^t)jective, open, and fair selection processj in the terms of 
regulatory appointment being similarly done so as to ensure that the best 

body people are appointed; in ensuring that the terms of office are 

specified; and that the members of the regulatory body cannot 
be removed without an overwhelming cause. 

At the institutional level, independence can be ensured by 
hnancial independence. The funding of the body must be 
independent of government or legislative vote. The regulatory 
body should be able to prepare its budget, authorize its 
expenses, decide on the type of staff it needs and recruit 
them, and use consultants as required. 
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If these characteristics are taken into account, independ¬ 
ence for regulatory bodies is an evolving idea. It has yet to 
take root. Each new legislation appears to bring in more 
restraints as seen from TRAI (Telecom Regulatory Authority 
of India), the CERC (Central Electricity Regulatory Commis¬ 
sion), and the IRA (Insurance Regulatory Authority). To 
ensure independence, what is required is strong media and 
public opinion which must demand that these regulatory 
bodies are independent of the government and ensure that they 
remain so. 

Transparency Transparency is the major difference between the closed-door 
regulatory systems of the government and the open-door ones 
of independent regulatory agencies. Transparency requires 
that a regulatory body has no secrets. Its working must be 
open. It must be fully approachable by any interested party. 
These interested parties would include representatives of 
consumer interests, environment, other non-governmental 
organizations, experts, academics, and others. In the old 
system, the consultative process was selective. In the new 
regulatory system, consultation is available to anybody who 
wishes to be heard. Obviously it must be within a framework 
of system, discipline, and speed, but it must be made possible. 

Transparency also demands access to relevant documents 
to those who wish to be heard. Since these regulatory areas in 
infrastructure are new, there are practically no expert bodies 
that have specialized in learning the intricacies of these areas. 
Some public groups are better equipped than others. The 
chambers of commerce representing business and industry are 
also consumers or suppliers. They have the wherewithal to 
build the expertise without too much difficulty or delay. It is 
the ordinary consumer, the farmer, the small-scale and village 
industry, and others of this nature that will need help. At the 
same time, it is important that such groups take help only 
from such sources which will not affect their judgement on 
the issues. It appears that it is the business of the government 
to support these bodies. In the US, such bodies are also 
supported by the industry through consultancy, research, and 
other such income-earning projects. 

Consistency Consistency means adhering to the same principles every 
time. This is ensured by publicizing the framework within 
which the regulatory body will work. This framework must be 
available to everybody and should be finalized only after 
widespread consultation. This framework of regulation 
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Predictability 


Tasks ahead 


provides everybody with the knowledge of how such a body 
will function. There is a level playing field for the small as well 
as the large consumer and investor. 

The requirement of predictability can be ensured when the 
regulatory bodies have the status of a court. Appeals against 
its decisions will go to a higher court and the prospect of 
being overturned will make the regulatory body ensure that its 
decisions follow a given pattern, and do not become personal¬ 
ized, inconsistent, and unpredictable. 

Regulatory bodies have huge tasks in front of them. They are 
regulating vast and highly complex networks with huge invest¬ 
ments and many vested interests, sometimes opposed to each 
other. They have to understand these complexities, reconcile 
them, and weave a path to new investment, efficiency, and 
growth, while protecting the consumer. They have to ensure 
that monopoly or quasi-monopoly positions are not exploited 
at the expense of the consumer or society. At the same time, 
in order to achieve economic development, they must ensure 
that sufficient surplus is generated from these infrastructure 
services for further investment in maintaining and expanding 
the network. The principal issue therefore for these regulatory 
bodies will relate to the setting of tariffs at which the services 
are provided. The tariff has to provide for the construction 
and maintenance of the basic network, and at the same time 
provide for the expenses of running that network and generat¬ 
ing a surplus for dividends and reinvestment. The network is a 
monopoly; therefore access to it must be made open as far as 
is possible. However, there are limitations to giving total 
freedom of access. These must be identified so that there is 
discipline in the use of the network. The setting of the tariff 
itself has to relate not merely to the availability of the service 
but also to its quality and to the timely payment of the bills. 
Many of these factors have not in the past played much of a 
role in setting tariffs for these services. At the same time, the 
setting of tariffs must provide incentives for improvement in 
efficiencies, at least some of which should be passed on to the 
consumer. The regulatory body has therefore to understand 
how and to what extent efficiencies can be improved. 

Regulatory bodies are usually mandated to strive for the 
introduction of competition. In this connection, they have to 
think about what competition means in the context of that 
particular infrastructure service and what developments in 
technology, organization structure, system, etc., are required 
if competition has to be introduced and promoted. 
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The regulatory bodies also have to consider the impact of 
the infrastructure service that they are regulating on the 
environment and how adverse impacts can be avoided. This is 
a highly emotive issue with violently opposed views. The 
regulatory body has to walk through this minefield to recon¬ 
cile growth with sustainability. 

While doing all this, the regulatory body has other consid¬ 
erations it must keep in mind. It does not make the policy. It 
only carries out its functions under the law. The policy is 
made by the elected government and the regulatory body has 
to work within the constraints of these public policies. But we 
must remember at the same time that bureaucracies are 
usually reluctant to hand over power. The Acts setting up 
these regulatory bodies have tended to include clauses 
enabling the government to issue written policy directions 
which will override anything that the regulatory body might 
decide on its own. These clauses have been made stronger 
with each Act. For example, Clause (10) of the IRA Bill states 

The central government may, by notification or by 
reasons specified therein supercede the authority) for a 
period not exceeding six months^ in certain circum¬ 
stances and during the period of supersession appoint a 
person to act as the Controller of Insurance Act) 1938. 

Clause (18) says 

The Authority shall be bound by the directions of the 
central government on questions of policy and that the 
decisions of the central government) whether a question 
is one of policy or not) shall be final. 

The mechanism of independent regulation has had benefi¬ 
cial effects in many countries in many areas. It has introduced 
competition and given the choice to the consumer. In many 
cases it has been able to improve the quality of service to the 
consumer and made for the freer availability of the service. 

The fear in India will always be that new regulatory bodies 
might become yet another set of hurdles that have to be 
crossed by the industry, investors, consumers, and others. 
Public opinion can ensure that this does not happen and that 
the regulatory bodies serve the public interest. 

Successful regulation must result in much greater participa¬ 
tion of all the stakeholders in the decision-making process. 
The regulatory commissions will have to sequence their 
objectives. Some, like promoting investment, will be of greater 
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importance in the earlier years, along with improving effi¬ 
ciency and economy. Others, like promoting the consumer 
interest and protecting the environment, may assume greater 
importance in subsequent years. Legislation will never be 
perfect. But since regulatory commissions have quasi-judicial 
status, they can creatively interpret the law to deal with many 
of the lacunae. At the same time, regulatory commissions 
must not be self-perpetuating. By their very actions they must 
begin to reduce the need for regulation. Their structuring 
should try to limit long-term commitments on staff, etc. The 
present focus of Indian regulatory commissions is on the 
setting of tariffs. In due course, they must also be given 
responsibility for licensing. They will have a role to play in 
setting accounting rules so that data are available for setting 
standards for quality and efficiency. The country needs to 
develop a philosophy regarding regulatory commissions so 
that all of them have some basic characteristics, especially to 
ensure the independence and transparency of such commis¬ 
sions. Regulatory economics is a subject that needs to be 
developed in relation to the various areas which are to be 
regulated. Academic involvement in the disciplines of 
accounting and finance, economics, and management is 
essential. 

Public opinion, public interest groups, and the media have 
to be vigilant to ensure the independence of these regulatory 
bodies, while ensuring that they do not ride roughshod over 
public and consumer interests. 
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Launching a new regulatory regime and developing a research 
institute to support it raise a number of issues. One set focuses on 
a cluster of things needed in order to have a research institute 
available to assist in the seismic regulatory transformations 
that are already under way. A second cluster examines how a 
country with powers split between the central government and 
its states can function effectively. Both issues will never be finally 
settled, but can go better as long as affected parties under¬ 
stand the need for continuous improvement and redesign. 

The NRRI (National Regulatory Research Institute) is the 
official research arm of the state and federal regulatory com¬ 
missions in the US. Even though the decision to set up such a 
research arm was taken in 1970, it took until 1976 for 
NARUC (National Association of Regulatory Utility Com¬ 
missioners) to issue a competitive request for a bid to all the 
major universities in the US. It took another year to assess the 
bids and for the NRRI to be established in 1977. Preferring to 
set up the institute in a state as opposed to being in the seat of 
the federal government, Washington, DC, the NRRI was 
located in the state of Ohio. As it was thought that linkages 
and partnerships would better flourish in a university setting, 
the NRRI was located at the Ohio State University. 

The institute has a 17-member board of directors, 11 of 
whom represent state public utility commissioners. Three 
members are from the Ohio State University and three others 
are distinguished academics from around the country. The 
funding is voluntary — each state is assigned a proportional 
annual assessment and voluntarily gives its contribution. The 
states can choose not to contribute. Reliance on voluntary 
funding helps ensure that the institute does research that is 
useful to its clients. The state commissions provide 85% of 
the funding, the Ohio State University gives 10%, and 5% 
comes from miscellaneous contracts. The board of directors 
establishes the research agenda every year, aided by an exter¬ 
nal research advisory committee composed of academics and 
senior state commission staff. 
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Even though the federal commissions are members of 
Contextual NARUC, by tradition, the states have dominated the national 
factors association. In cases where the states have not favoured a 

proposed policy or notice issued by a federal commission for 
proposed rule-making, the states have made appropriate 
comments and even taken action in the courts. This relation¬ 
ship has matured over time. Currently, federal and state 
regulators have effectively compartmentalized issues so that 
even if there are disagreements on certain issues, there will 
continue to be cooperation on other issues. 

At the federal level, the commissions tend to cover a single 
sector, whereas in the states they are multi-sector. Thus, there 
is the FERC (Federal Energy Regulatory Commission) and 
the FCC (Federal Communications Commission). At the 
state level most of the work is combined and the state 
commissions regulate everything from electricity to gas, 
telephones, and water. Some state commissions also regulate 
insurance, taxicabs, and garbage dumps. 

From day one there has been a commitment from the NRRI 
board, the university, the institute’s clients, stakeholders, and 
academia that it would be independent and its work would be 
objective. The institute is primarily involved in research, 
technical assistance, and education. To understand how the 
NRRI evolved, it is important to know that the US has three 
major universities in this field - the Michigan State Univer¬ 
sity, which is famous for the two-week ‘camp’ it holds every 
summer; the New Mexico State University, which has devel¬ 
oped several well-known one-week courses; and the Ohio 
State University, which has a unique two-day tutorial in which 
the commissioners get to be alone with members of the NRRI. 

One of the worst things that happens to newly appointed 
commissioners is the lack of a grace period. Commissioners 
are appointed one day and expected to know everything 
immediately; in reality, it takes quite some time to pick up 
information. Immediate access to educational resources is an 
important and effective way to help new commissioners go up 
the learning curve rapidly. 

IrT^to^oiT types of traps that need to be avoided in estab¬ 

lishing a policy-relevant research institute. The first is the 
‘basic research’ trap. By virtue of their intellectual achieve¬ 
ments, training, and personalities, many researchers prefer to 
work alone, do research, write it up, and then hope somebody 
uses it. Like most other research entities, the NRRI is trying 
to make its research more relevant to policy makers. It has 
developed the twin concepts of‘anticipatory research’ and 
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client-centred research. Anticipatory research means that the 
researcher identifies when in a policy cycle research is needed. 
The start date might be a month or 24 months before. The 
point is that the regulatory policy maker does not care when 
the research was started, just that it was available when 
needed. It is ‘just-in-time’ research. This allows basic or 
applied research to be done, depending on the lead time. 
Without using a forecasting approach, research institutes can 
find themselves only doing applied research. This approach 
requires that researchers develop policy forecasting skills. The 
client-centred approach requires that the research not be 
undertaken until specific clients are identified. This is not a 
funding issue, but rather a way of prioritizing the allocation of 
scarce resources. Candidate research topics without candidate 
users do not proceed. Relevance is effectively defined by 
having clients. 

A research institute also needs to avoid the ‘research as 
policy-making’ trap. Often researchers will do policy research 
because they are interested in the subject. However, because 
their research is only one of many decision-making inputs, it 
may not sway the state commission or other government 
agencies. It may well be that the decision maker agrees with 
the researcher, but because of financial constraints does not 
implement the policy recommendations. There is a tendency 
for researchers to then become disillusioned. By linking 
research with the policy cycle, researchers can better under¬ 
stand the constraints regulatory policy makers are under and 
have a more realistic understanding of the probable impact of 
their research contribution. A research institute needs to 
manage itself to avoid both traps. 

While developing your own research institute, it is important 
to identify who the clients will be — whether state commis¬ 
sions, the central government, vendors, or consumers. If, for 
example, consumers are the primary client, you would have to 
organize yourself quite differently from how you would if state 
regulatory commissions were your client. In practice, most 
tend to design an organization first and then try to sell its 
services. A better approach is to design an institute through a 
needs assessment. This will require more time, but would do a 
better job of ensuring that what you have or what you are 
proposing is what the clients really want. This congruence will 
generate the enthusiasm needed to get funding, resolve gov¬ 
ernance issues, and clarify your research agenda. 

Successful research institutes play a number of roles, such 
as being brokers, facilitators, and educators. Each of these 
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roles requires interaction between clients and researchers. It is 
not the traditional pure research approach, which is increas¬ 
ingly unsustainable in our rapidly changing regulatory envi¬ 
ronment. Once a research institute establishes a reputation for 
being objective, increasingly it will find itself in the role of 
being a broker - a source trusted by all parties and asked to 
do even more. Providing educational and training services is a 
quick way to gain credibility and a reputation for objectivity. 

The central government-state relationship in the US is differ¬ 
ent from that in India, but has many important similarities. 
Three descriptive models help to characterize the types of 
relationships states have had with the federal government in 
the US. One is a hierarchical federalism model, where the 
federal government is in control and states are subordinate. In 
second model, dual federalism, the state government and the 
federal government have separate and distinct roles. Neither 
dominates, they are just separate. In the US, states regulate 
local telephone calls, whereas the federal level regulates 
interstate calls. This allows states to experiment, to be what 
one observer called, ‘laboratories of democracy’. The 50 states 
could have 50 different telecommunications policies. The 
third model that we have evolved towards, that describes most 
of our activities, and the one you may find useful, is the 
cooperative federalism model. Most claim this model as the 
one they follow, but this is not always the case. It is hard to do 
and is more an art than a science. Each level of government 
has statutory powers and statutory responsibilities, but each 
recognizes that problems do not follow arbitrary political 
boundaries. The key concept is cooperation, and not who wins. 

Two recent and successful examples of the cooperative feder¬ 
alism approach exist. The first concerns a perennial problem, 
namely how can uniform standards that respect the sovereignty 
of states be employed. The second has to do with institution¬ 
alizing central government-state government cooperation. 

In 1978, the US Congress passed PURPA (Public Utility 
Regulatory Policies Act) to establish, among other things, 
pricing standards. This occurred at a time when then Presi¬ 
dent Jimmy Carter said the existing energy crisis was the 
moral equivalent of war. Energy prices had skyrocketed and 
many people were worried about poor people being discon¬ 
nected for non-payment of their electric utility bills. What is 
particularly interesting is that in this crisis mode, the federal 
government chose to follow a cooperative model in its quest 
for uniform pricing standards. One of the standards was that 
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the rates should be cost-based. Without really outlining what a 
cost-based rate was, the federal legislation mandated that there 
should be state hearings to discuss it. The legislation said that 
states had the flexibility to determine what their cost-based 
rates would be. Participation in the hearings had to be open 
to all affected parties^ which was a way of ensuring a full 
consideration of the issues connected with cost-based rates. 

Why did this standards approach work? It was successful 
because it allowed the federal and the state levels of govern¬ 
ment to each do what they do best. There was a recognition 
that ‘one size does not fit all’, and that the supply and demand 
conditions are not homogenous. Had there been only one 
mandated cost standard, the federal government would have 
had to spend most of its time trying to make the policy con¬ 
sistent for everyone and entertaining exemption requests. 
Under the standards approach, the federal government 
approved the proposals of the state as long as they had a public 
hearing that considered standards and listened to evidence 
and data that were presented. The states were productive 
because they had the freedom to make cost policies that 
reflected their state needs. Because many common issues were 
being simultaneously examined in the 50 states, there was no 
need to ‘reinvent the wheel’. Each state could draw upon what 
was being formulated in other states. The hearings also en¬ 
sured a public solution to state concerns. 

The cooperative federalism standards approach did not 
require the pre-approval of the federal government. The fear 
of the federal government was that the states may all develop 
their own electric cost standards, which would result in 50 
different sets of costing standards. In reality, the underlying 


economics and engineering conditions common to many 
electric utilities work to prevent such a situation, as no state 
can allow its system to develop in a manner that prevents it 
from importing or exporting power to its neighbours. The 
standards approach allowed for state flexibility and in return 
received a relatively seamless set of state energy policies faster 
and at lower cost than could otherwise have been expected. 

A second, more institutional approach occurs through the 
use of federal-state joint boards. In the US, the federal-state 
joint boards only cover the telecommunications sector and not 
the electricity sector. These joint boards are not regulatory 
commissions and do not usurp the respective powers and 
duties of state or federal commissions. The boards have been 
established by federal legislation to deal with specific issues, 
such as universal service. Under existing legislation, ^^^1 
state universal service joint board has been established. It has 
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three federal commissioners and four state commissioners. 
The federal government appoints all seven commissioners, 
but in practice the selection process is characterized by a 
considerable amount of negotiation in order to ensure repre¬ 
sentation. The joint board conducts an investigation and 
makes recommendations to the FCC.The FCC can accept all 
or parts of it or reject it. The states have an important role 
given their majority vote. Unless the FCC decides it wants to 
follow a different direction, it is an effective way to develop 
consensus. It is important to note that the states do not speak 
with one voice. In a cooperative federalism approach, this 
joint board approach is particularly effective. It cannot 
manufacture a consensus where none exists, but is successful 
because it permits discussions to occur and negotiations in a 
more informal setting. 

This brief presentation discussed some key design issues that 
a regulatory research institute may need to address. It also 
examined successful processes that can be used to ensure that 
central and state regulators are able to capitalize on their 
incentives to cooperate. At this stage in the development of a 
new regulatory framework, perhaps the most important thing 
is for all to show an understanding of a need for continuous 
improvement. 
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According to the Latin root, the word ‘regula’ means a rule. 
The Oxford English Dictionary defines ‘regulate’ as ‘to control 
or direct by means of rules and restrictions’. Thus, regulation 
of the industry is a process, prescribed by laws, which con¬ 
trols or directs some decisions of firms in the public interest. 
Ideally, in a market with perfect competition, where the 
consumer is truly ‘the king’, the market mechanism would 
itself ensure that the interests of the consumer and the com¬ 
mercial interests of the provider of goods or services are 
balanced. Since markets do not function ideally, regulation is 
required to provide a substitute for that element of perfect 
competition. The purpose of regulation is to prevent 
profiteering, ensure the provision of a universal service, 
prevent self-destructive price competition, and protect cus¬ 
tomers, employees, and the environment from harm or dam¬ 
age resulting from the inappropriate behaviour of firms. 

India’s experience with regulation in the sense of control is 
not new. Till recently, all sectors of the economy were regu¬ 
lated. For example, in the infrastructure sectors, the govern¬ 
ments or their instrumentalities owned, operated, and 
regulated services. The central government, the Central 
Electricity Authority, state governments, and state electricity 
boards regulate the power sector under the authority of the 
Electricity (Supply) Act, 1948 and Indian Electricity Act, 
1910; the Department of Telecommunications regulates the 
telecom sector under the Indian Wireless Telegraphic Act, 
1933 and the Indian Telegraphic Act, 1885; the central gov¬ 
ernment, state governments. Directorate General of Shipping, 
and dock labour boards regulate the port sector under the 
Ports Act, 1908, the Major Port Trusts Act, 1963, the Mer¬ 
chants Shipping Act, 1958, and the Dock Workers (safety, 
health and welfare) Act, 1986. In addition, there are other 
regulators created under various other acts relating to environ¬ 
ment, safety, labour, etc. 

Regulation as it existed then, and still continues to exist in 
several areas, is rooted in the belief that only the public sector 
can provide basic infrastructure services, that the entry of the 
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private sector should strictly be regulated if it cannot be 
altogether prevented, and that the public sector agencies 
providing services should serve the interests and compulsions 
of the government. There was no attempt to distance the 
government’s role as the policy maker and protector of public 
interest from its role as operator or provider of services. In 
fact, considerations of efficiency, productivity, and consumer 
interests were not of any importance. There was also the 
implied belief that accountability to the government and 
through the government to the Parliament or the legislature 
was adequate to ensure transparency and that no objectivity in 
regulation or disclosure to the public was necessary. This form 
of regulation or control inevitably resulted in 
a unlimited discretionary powers to the service providers 
= operational inefficiency and poor quality of service 

■ lack of transparency in the decision-making process and of 
accountability 

" high barriers to entry and negligible flow of private capital 

■ financial mismanagement 

® lack of protection of consumer interest with non-competi¬ 
tive prices at the consumer end and highly restricted con¬ 
sumer choices. 

In India, as in many other countries of the world, there is now 
a policy thrust towards the privatization and commercializa¬ 
tion of infrastructure services, a thrust caused by several 
pragmatic non-ideology related factors. However, despite 
possibilities of competition, as the infrastructure services still 
retain strong monopolistic elements, governments have to 
continue being responsible for both providing a level playing 
field for the investors and protecting the consumers from 
exploitation. Commercialization of infrastructure and 
unbundling of services can also lead to considerable increase 
in transaction costs which need to be mitigated. These objec¬ 
tives now provide the rationale for regulation. An appropriate 
regulatory framework is essential for promoting public-private 
partnership in the delivery of infrastructure services. 

This paper makes an attempt to identify what this appropriate 
framework should be and what the basic requisites of sound 
regulation are. It then examines to what extent these requisites 
have been addressed in the regulatory laws enacted so far at the 
national level. Finally, it raises issues that need to be addressed 
in the future. The basic requirements of sound regulation have 
been grouped under (1) scope or functions, (2) autonomy, 

(3) accountability, and (4) powers of the regulator. 
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Scope The scope of regulation has varied from country to country 
and within countries from sector to sector. Questions regard¬ 
ing whether the regulator should also be responsible for 
regulating the entry of the private sector, awarding concessions 
or issuing licences, and managing the process of privatization 
have not been answered conclusively. For example, the elec¬ 
tricity regulators in Pakistan, Maine (USA), and Australia have 
the power to grant licences, whereas the regulator in Israel 
does not. Similarly, regulators in the telecom industry in the 
UK, The Philippines, and the US can issue licences and 
allocate frequency, whereas regulators in Australia and 
Canada cannot. However, universally, the scope of regulation 
has, inter alia, covered (1) regulation of tariff, (2) ensuring 
the quality of service, (3) improving efficiency and productiv¬ 
ity, (4) protecting consumer interests, (5) ensuring fair com¬ 
petition in the sector, (6) speedy resolution of disputes 
between different players, and (7) preventing cartelization. 

Autonomy Any move to separate the regulator from the executive, which 
has and will continue to be a major provider of services, has 
to be predicated on the regulator being independent of the 
executive for its survival and functioning, and having full 
freedom to exercise its powers. The autonomy of the regulator 
has to be guaranteed by law and not left to the magnanimity 
of the executive. The law should ensure that the regulator is in 
a position to perform its role independent of government 
approvals. This can only be achieved through a regulatory 
framework which provides for 

® clear qualification criteria for the regulators, prescribed 
appointment process, and prescribed tenure 
® delineation of the powers of the regulators and the govern¬ 
ment 

® sufficient legal authority 

® the regulators to hire the best available expertise and incur 
expenditure without having to obtain government approval 
® autonomous funding which is not subjected to a budgetary 
process. 

The relationship between the government and the regulator is 
somewhat unclear when it comes to the question of the govern¬ 
ment issuing directives to the regulator in public interest. In any 
democratic set-up, the government should clearly have the 
prerogative to issue such directives. At the same time, autono¬ 
mous regulation would call for such directives to be issued after 
taking into account the views of the regulator and would also 
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enjoin upon laying the directives for scrutiny of the legislature 
andj if challenged, by the courts of law. 

An independent regulator must be made accountable for its 
actions. Legislative scrutiny of the regulator’s working, transpar¬ 
ency in decision-making through open hearing and easy access 
to the proceedings, effective appellate bodies, external scrutiny of 
the regulator’s conduct and the regulator’s removal criteria, etc., 
are some measures to ensure accountability. 

For the efficient discharge of its functions, a regulator should 
have the authority to access information and documentation, 
call for evidence, and compel attendance in the proceedings. 

A regulator without any teeth will not be able to ensure the 
compliance of its orders or directions. The penal provisions 
must be stiff or else continued violation will occur. Penal 
provisions should also be made uniformly applicable across 
service providers. A regulator should have the authority to 
issue directions while discharging its functions. Any violation 
of its directions should be adequately punishable. 

Against the backdrop of what should go into the making of 
sound regulation, we will now look at the evolution of regula¬ 
tion in India, more specifically at the regulatory arrangements 
in the telecom, power, and port sectors. In addition, we will 
look at the regulatory arrangements in the insurance sector, 
although insurance is in the financial sector, because the IRA 
(Insurance Regulatory Authority) is an authority which has 
been put together. 

Reforms and liberalization of the Indian economy started in 
1991/92 with the power and telecom sectors being thrown 
open gradually to private investment and competition. 

The telecom sector was opened up in 1991 with private 
investment being permitted in the manufacture of telephone 
equipment. Value-added services were thrown open for private 
investment in 1992, and in 1994, the National Telecom Policy 
reiterated the government’s commitment to further liberalize 
the sector. The guidelines of 1991 allowed private sector entry 
m the generation of power. This was followed by several 
initiatives to attract and facilitate private investment in the 
power sector. Private sector participation by way of leasing 
port facilities was permitted in 1994 and investment in the 
creation of new facilities in the existing ports or establishment 
of new ports in 1996. However, regulation in the power and 
telecom sectors was not contemplated or provided for as a 
part of the initial reforms process, unlike in the UK where the 
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electricity industry restructuring and positioning of the regu¬ 
lator were simultaneous. In the case of the telecom and power 
sectors, the regulators came much later, whereas in the case of 
the port sector the decision to set up a tariff regulatory au¬ 
thority was announced as a part of the policy statement in 
1996. In the insurance sector, the regulatory authority has 
preceded the opening up of the sector. This sequence would 
seem to indicate that progressively there is a realization in the 
government that reform cannot be put into force without 
independent regulation and that a regulatory authority should 
be set up. In the hydrocarbons sector, where the pace of 
reform is rapid, the regulator is not yet in sight. 

To what extent do the laws setting up these regulatory 
bodies incorporate the requisites of a sound regulation? 
Annex 1 sets out the provisions of theTRAI (Telecom Regu¬ 
latory Authority of India) Act, 1997; the PLA (Port Laws 
[Amendment]) Act, 1997; the ERC (Electricity Regulatory 
Commissions) Act, 1998; and the IRA (Insurance Regulatory 
Authority) Bill, 1998 under the categories of scope, au¬ 
tonomy, accountability, and powers. 


Scope The scope of regulation in the four sectors differs widely. 

Whereas TRAI has been specifically mandated to regulate the 
telecom sector as a whole and advise on the timing of entry of 
players, licensing conditions, technical capability, etc., the 
CERC (Central Electricity Regulatory Commission) is essen¬ 
tially set up to regulate tariff for central generating agencies 
and for interstate transmission of power. On the other hand, 
TAMP (Tariff Authority for Major Ports) is only a tariff 
regulatory authority on the lines of a tariff commission and is 
not a regulator of port activities at all. The IRA is being assigned 
a bigger mandate, which is comparable with that of TRAI, in 
the insurance sector. Also TRAI and the IRA at the bill stage 
have been specifically mandated to protect the interests of the 
consumers, monitor the quality of service, and ensure compli¬ 
ance of minimum service obligations, whereas in the case ot 
the CERC, these have been left as objectives of the CA 
(Central Advisory Committee), without any clear mdication 
of the value of the advice of the CAC or how such advice 
would be heeded. In the case ofTAMP. these issues have not 

been addressed at all. 

Autonomy Only TRAI and the IRA have been 

charges, and have their own funds. The CERC TAMP are 

wholly dependent on the government for 

also requires the approval of the government for the 
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Powers 


of posts. Although this requirement has not been specifically 
mentioned for TAMP, it is evident that government approval 
is necessary as the government has to approve TAMP’s budget. 

The PLA and the IRA at the bill stage have a provision for 
superseding TAMP and the IRA respectively. Although the 
circumstances in which these bodies can be superseded have 
been spelt out, the decision to supersede is left to the discre¬ 
tion of the government, which could be a threat to their 
autonomy. 

Neither the three Acts nor the Bill clearly defines the rela¬ 
tionship between the government and the relevant authority. 
Even in the case ofTRAI, whose recommendatory functions 
have been mandated in the Act, the Department of Telecom¬ 
munications has shown disregard forTRAI’s recommenda¬ 
tions, and challenged the provisions of law. In the case of the 
CERC, the recommendatory functions are vague: to aid and 
advise the government in the formulation of a tariff policy and 
itself receive advice from a CAC in major areas of policy, 
issues of quality, consumer interests, etc. The Act says nothing 
about what the CERC will do with the advice received. 

In the ERG andTRAI Acts, it has been mandated that the 
regulators shall ensure transparency while exercising their 
powers and discharging their functions. Open public hearings, 
accessibility of proceedings, etc., are some of the processes 
used. In the case ofTAMP and the IRA, no such specific 
provisions regarding transparency exist. TAMP has attempted 
to introduce transparency through its recent guidelines under 
theTBR (Transaction of Business Regulations), 1998. The 
government is the appellate body in the case ofTAMP and the 
IRA. 

TRAI is a civil court, the CERC is not, although it is a quasi¬ 
judicial body with the powers of the civil court for certain 
limited purposes. The IRA and TAMP have not been given 
any of these powers. TRAI has been declared a civil court and 
given powers under Section 195 and Chapter XXVI of the CrPC 
1973, whereas the powers of the CERC have been restricted 
under Sections 345 and 346 of Chapter XXVI of the CrPC 
1973. Thus,TRAI has full powers to prosecute for contempt 
of lawful authority of public servants, offences against public 
justice, and offences relating to documents given as evidence, 
whereas the CERC does not have these powers and can only 
summarily proceed in the matter of contempt. As pointed out 
earlier, TAMP has no powers even to access documents, call 
for attendance, etc. Again as regards penal provisions for 
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non-compliance of orders, the provisions in the TRAI Act are 
more rigorous than those in the ERC Act while there are no 
such provisions in the case ofTAMP and the IRA. 


Relations 
between 
regulators at 
the centre and 
in the states 


In a federal polity like India, the mechanism for interaction 
between the central and state regulatory authorities has not 
been structured and thought through. While the ERC Act has 
provisions which are more in the nature of guidelines, for the 
setting up of the SERCs (state electricity regulatory commis¬ 
sions), the Act does not address the relationship between the 
central and state bodies in dealing with interstate transmis¬ 
sion issues. The role ofTAMP has been restricted to the major 
ports, without any thought being given to the need for regula¬ 
tion of tariff in the minor or private ports and implication of 
tariff regulation in one category of ports without any regula¬ 
tion in the other category. 


Flexibility 


Summation 


The regulatory laws do not provide for any flexibility for 
speedy and effective response to changing circumstances. 
Since a regulator facilitates the process of transition from the 
monopolistic market to a competitive economy, its form, 
functions, and scope cannot be static. It is possible that as 
services are unbundled and competition increases, certain 
areas presently regulated may at some future date call for no 
regulation. For example, in the power sector it is possible that 
at some stage generation or distribution may not require tariff 
regulation. Secondly, as an economy matures and becomes 
sophisticated, the approach to regulation may have to change. 
The traditional practice of regulating the rate of return of the 
utilities is already undergoing a change with concepts like 
performance-based regulation or marginal cost approach 
being introduced. Technological advances may also alter the 
boundaries of regulation, a possibility that is looming large 
with telecommunications and broadcasting beginning to use 
the same pathways. Ideally, therefore, there should be some 
provision in the laws or mechanisms to ensure that the scope 
and nature of regulation is continuously under review. 

What emerges from the above discussions is that while the 
TRAI Act is, perhaps, the best of the lot, none of the three 
Acts or the IRA Bill approaches an ideal or model regulatory 
law. What is also evident is that there has been no uniformity 
in thinking or in the approach to regulation in the various 
sectors. Each regulatory authority is the result of the wisdom 
and genius of the concerned ministry and not of any cohesive 
thinking in the government as a whole on the approach to 
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regulation. Interestingly, in the case of disinvestment a com¬ 
mission was set up to advise the government on the process 
whereas in the case of regulation there is no such body to 
advise the government in the introduction of the regulatory 
process in India. 

Relevance of a Against this background, a body such as the Regulatory 
research body Studies and Governance Division at TERI has some 

relevance. Continuing research on various issues affecting the 
regulators is clearly needed. In particular, there is a need for a 
body whose activities will, inter alia, include 

■ basic and applied research on relevant issues in regulation 
" educational and training support to the regulator and 

regulated 

■ dissemination of information on regulatory decisions and 
their impact in India 

B technical advice to consumer research forums as and when 
requested to enable their meaningful participation in the 
commission’s proceeding 

■ advice to the government on utility restructuring strategies 

■ tracking international developments 

■ documenting experiences and dealing with cross-cutting 
issues 

■ study of the effect of the regulatory decisions against the 
stated objectives. 

Future issues The purpose of the Regulatory Studies and Governance 
Division and of this conference is to focus on the develop¬ 
ments that have already taken place and draw a road map for 
the future. The following are some of the issues that need to 
be addressed and carried forward to the government. 

■ Should there be a task force or think-tank in the govern¬ 
ment to develop a rational and comprehensive approach to 
regulation, both in sectors where an authority has already 
been put in place and in sectors where regulation would 
soon need to follow? 

Should there be an overarching legislation across various 
sectors with sector-specific differences being covered under 
subordinate legislation? 

If so, what should feature in this legislation with regard to 

scope, autonomy, accountability, and powers of the regula¬ 
tor? 

■ To what extent should the regulatory authority be man¬ 
dated to protect consumer interests, educate consumer 
groups, and address consumer grievances? 
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” What should be the regulator’s role in a changing economic 
scenario? Who will initiate changes in regulation — the 
regulator or the government? 

® How does one evolve a mechanism to avoid cartelization in 
a sector, and what should be the role of the regulator vis-a- 
vis the anti-trust bodies? 

® To what extent should the regulator assess or grade the 
utility providers in terms of quality and consumer service, 
and how should one encourage this grading to influence the 
rating of a company or its standing in the financial market? 

® Is there a need for a permanent forum for the regulatory 
bodies to share their experiences? 

® Finally, and most importantly, how should governments be 
encouraged to shed their powers and leave regulation to 
authorities with the necessary objectivity and expertise? 
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The process of setting tariffs and their regulation is governed 
by a number of considerations, which can be established on 
the basis of experience in various countries. Prices have to be 
determined on a forward-looking and dynamic basis, and they 
have to fulfil the objectives of efficiency and equity. Prices 
must be such that they promote innovation and competition, 
and ultimately lead to the welfare of the consumer, as was the 
case in the UK. And, to ensure efficiency of natural resource 
use through pricing and the signals that it provides, environ¬ 
mental effects and other externalities need to be internalized. 
Regulators in India have several options in adopting the 
principles that apply to tariff setting, and some of these are 
explored later in this paper. 

The structure of the industry and prevailing market condi¬ 
tions are an important determinant of the kind of framework 
that would be most effective in the regulation of India’s infra¬ 
structure sectors. As analysed elsewhere in this volume, there 
is apparently a lack of common design in the establishment of 
various regulatory bodies in the country dealing with different 
sectors of the economy. This is not to say that identical struc¬ 
tures are essential for each sector of the economy because 
clearly market conditions and the very character of the sector 
would determine the nature of regulation and regulatory 
bodies across industries and sectors. With the introduction of 
independent regulation, it is hoped that a process of evolution 
would be set in that would not only change market conditions 
but the very structure of the industry, particularly in respect 
of bringing in competition. Ideally, an effective process of 
regulation should lead to the mimicking of perfect competi¬ 
tion in industries or sectors that would exhibit monopolistic 
powers in the absence of regulation. Consequently, it is un¬ 
derstandable that different sectors of the economy in India 
support different types of regulation, but the ultimate destina¬ 
tion of the evolutionary process should have some 
commonality and consistency. Considering the important 
differences between the specific characteristics of different 
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sectors that are being regulated, we need to carry out a quick 
assessment of the status of the particular industry that is 
being regulated. Based on the assessment, we would need to 
come up with a path that defines the evolutionary process to 
be pursued. This is not necessarily something that has to be 
done formally, but at least the regulatory bodies responsible 
for specific decisions need to have some kind of a road map 
on the basis of which they would move ahead. Setting up 
regulatory bodies and ensuring their efficient functioning are 
part of the evolutionary process, and this may necessitate 
certain legislative and administrative actions as we go along. 
Undoubtedly the legislation currently existing in India is not 
satisfactory in all respects, and some amendments will be 
required to make this process effective. As far as consumer 
interest is concerned, we would progressively need to bring in 
a certain level of competition that actually ensures consumer 
welfare. 

The US experience in the electricity supply industry has been 
quite remarkable in the past few years. Two and a half decades 
ago, regulatory issues in the US had a set pattern - there was 
an established basis at that time because demand was growing 
steadily and economies of scale and technological change 
were bringing about improvements in the efficiency of opera¬ 
tion. Because of this, there was a decline in the real cost of 
electricity. Regulatory challenges at that point of time were 
rather simple and the US followed a very simple rate of return 
form of regulation which was accepted by most state regula¬ 
tory commissions and even at the federal level. But changes 
over the past two decades or so have led to growing competi¬ 
tion and there is now an emerging market for power which 
has several players as can be seen in Figure 1. In 1997 there 
were 131 players involved in the marketing of electric power. 
The industry’s top ten players reportedly account for the bulk 
of the business of power marketing, in terms of the volume of 
transactions handled. But this too would depend on a process 
of evolution, such that over time the volume of trade handled 
by the bigger organizations would reduce in size. The volume 
of trade according to Sioshansi and Altman (1998) is however 
not an accurate indicator of business profitability. 

The UK experience differs substantially from the history and 
experience of the US. Notably, British regulatory policy has 
also been based on price cap regulation. The path that rate of 
return follows under this system is shown in Figure 2. Essen¬ 
tially, returns to shareholders increase immediately following 
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Number 



Figure 1 Growth of power marketers in the US, 1993-97 
Source Sioshaasi and Altman (1998) 


the establishment of a price cap as a result of efficiency im¬ 
provements and cost reduction. When the next regulatory 
review is held, the price cap would be reset leading to a reduc¬ 
tion of the rate of return, but the same process follows be¬ 
tween regulatory review periods. Of course, the potential for 
efficiency gains and cost reductions would reduce over time as 
the slack in the organization is eliminated after the fat inher¬ 
ited from state ownership vanishes. Yet, this does not elimi¬ 
nate the benefits of technological change and innovative 
methods of production, which could conceivably lead to 
periods of higher profit. In terms of the price paid by the 

Supernormal returns (declining over time) 
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consumer, the UK experience has been generally positive, 
with benefits ultimately flowing to the consumer. 

It is difficult to say which system would lead to greater 
consumer benefits, because in the US, growth in the size of 
the market and the introduction of new technologies have 
made competition highly feasible in recent years. The regula¬ 
tory systems in place, however, were designed during a period 
when market growth and technological change were relatively 
steady and predictable. With increased competition, under¬ 
standably there is now much greater pressure for deregulation 
in the US and for ushering in a period of necessary regulatory 
reform. In the case of telecommunications, market growth 
and technological change have been taking place at a pheno¬ 
menally high rate. Also, the intercity market has grown far 
more rapidly than the local market. This has, in recent years, 
led to some organizations reaching almost a level of monopo¬ 
listic power, necessitating changes in regulation for bringing 
in competition. It is possible that something similar may 
happen in the UK as well, once the initial period of regulatory 
change has been gone through. 


Rate of return 
versus price 
caps 


There is now a great deal of discussion and debate on the 
basic principles of pricing that should guide regulatory deci¬ 
sions. On the one hand, there is the use of conventional rate 
of return methods and on the other, there is the practice of 
imposition of price caps. Because of its simplicity and the fact 
that it is an established practice, the rate of return regulation 
is somewhat better accepted than price caps. Price caps are 
relatively recent and they raise a large number of questions 
regarding why a particular cap has been set. But there are 
those who strongly support the price cap approach. To quote 
Sir Christopher Chataway (1995), it is not so much the issue 
of price caps but the accompanying privatization that forces 
the implementation of efficiency measures, which in turn 
leads to large-scale reduction of the labour force, that makes 
it the subject of so much criticism. This has been the experi¬ 
ence in the UK, and will likely be the experience in India. 
Discussing the rate of return regulation versus the price cap 
approach followed in the UK, Chataway (1995) quotes the 
example of the British Airports Authority, and agrees with the 
popular view that the system of economic regulation adopted 
in Britain does give an opportunity for high profits. As op¬ 
posed to this, the US rate of return regulation sets a maxi¬ 
mum on this variable, and any excess has to be passed on 
immediately to the customer in the form of price reductions. 
After reducing price by an average of six per cent in real terms 
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each year^ the British Airports Authority as regulated by the 
Civil Aviation Authority is not required to pass on to the 
customer any of the gains from efficiency improvements. He 
lists some of the merits of the UK system as the avoidance of 
what is generally referred to as gold plating in the US. The 
British system of RPI-x will, of course^, over time tend towards 
the rate of return regulation level; but it is perhaps an effective 
way of bringing about quick price reduction and efficiency 
gainsj given the history of government ownership of the 
infrastructure sectors. 


Incentives for 
new 

investments 

and 

innovation 


Pricing has to provide incentives for new investments and 
innovation. A policy that allows somewhat unacceptable levels 
of profits initially is not necessarily bad because it provides an 
incentive for investors to come in and it is only when the 
gains of competition start coming into the system that con¬ 
sumers start to benefit. As Prof. Littlechild pointed out, 
consumers in the UK have benefited enormously over a 
period of time. This may not be very apparent in the short 
run. But if you give the whole process a reasonable amount of 
time, the overall impacts are bound to be beneficial to the 
consumer. Therefore, in India, we are on a steep learning 
curve as far as price regulation is concerned. Because we have 
this enormous challenge of attracting new investments, we 
have to bring about improvements in the efficiency of several 
of our infrastructure sectors that are functioning very ineffi¬ 
ciently. Therefore, while one could allow the luxury of waiting 
to learn slowly and then making regulation effective, one 
would probably lose out on opportunities which have a very 
high cost in terms of unrealized economic growth and devel¬ 
opment. It is vitally important that we chart out a clear road 
map and move along that rather quickly. 


Integrated the case of electricity, but perhaps not applicable equally to 

resource other infrastructure sectors, regulatory decisions have to look 

planning possibilities of integrated resource planning. And this is 

particularly so in a system that has very high inefficiencies. If 
new investment is to be made, one needs to look at opportu¬ 
nities across the board and see where that particular invest¬ 
ment is most effective - in new capacity for generation, or 
improving transmission and distribution systems, or improv¬ 
ing the efficiency of use at the consumers’ end. Ideally, inte¬ 
grated resource planning has to be evaluated with the 
assistance of a suitable quantitative model in which the ben¬ 
efits from each increment of expenditure can be evaluated for 


Plenary session 2 Issues in tariff/pricing 



59 Issues in tariff/pricing 


Matching 
regulation 
with public 
policy 
experience 


different stages of the production and distribution cycle. 
Prioritization of resource allocation can then be arrived at on 
a rational and precise basis. 

It is also important to remember that we have to match re¬ 
structuring regulation with public policy experience. In this 
context, we need to look at the experience of PURPA (Public 
Utilities Regulatory Policy Act) in the US (Perl 1997), which 
aimed to allow decentralized renewable energy cogeneration 
and other such opportunities to be able to provide power to 
the grid. PURPA was essentially brought in through pressure 
from the growing independent power industry, environmental¬ 
ists, and, of course, those who wanted to exploit newer tech¬ 
nologies that appeared on the horizon for smaller, 
decentralized, and diverse forms of energy production. Regu¬ 
lators responded to this legislation by allowing independent 
power producers and others long-term contracts, so that these 
projects could obtain appropriate financing. It worked on the 
principle which ensures that whoever is making the invest¬ 
ments and is supplying the power is paid at a price which 
reflects the avoided cost of power that would have been gener¬ 
ated if this particular option had not been exercised. The 
problem with the principle is that the avoided cost can vary 
over time and it is very difficult to predict how this might 
change. Therefore, investors and particularly financial institu¬ 
tions were not willing to provide the kind of investment that 
was required to make the best use of this particular opportu¬ 
nity. So, regulators stepped in to ensure that the contract that 
was given for pricing of power supplied either from, let us say, 
wind energy generators or cogeneration in industrial plants 
was of a sufficiently long duration. So, this was really an 
initiative taken by the regulators in the interpretation of a 
policy and this was not provided for in the Act itself. There¬ 
fore, efficient regulation in a sense should mimic what would 
happen in a perfectly competitive and market-friendly envi¬ 
ronment. 


Assessing the 
regulatory 
assets base 


Getting into the nitty-gritty of pricing, one area beset with 
serious doubts and questions is the assessment of the regula¬ 
tory assets base. Essentially when privatization takes place, 
one has to arrive at an estimate of the assets of privatization. 
This is reflected in pricing decisions as well. To quote an 
example taken from the literature, if you were to set up a 
combined cycle power plant with 48% efficiency of conver¬ 
sion, and if the efficiency of the plant that is available four or 
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five years later goes up to 53 %, the corresponding loss of 
value in terms of assets of the earlier plant will be much 
higher than the depreciation that actually takes place. If there 
is such a rapid depletion in the value of the assets, then those 
who have borrowed in order to invest in that asset may not be 
in a position to pay back the full amounts that have been 
borrowed. Therefore, one would have to build in some kind of 
a risk premium that somehow insulates the investor from the 
risk that would take place (Newbery 1997).The extent and 
possibility of risk would depend on the kind of technology or 
infrastructure one is dealing with; for example, in the compu¬ 
ter business obsolescence is taking place at a rapid rate, and 
this needs to be anticipated in terms of the financial risk 
involved. 

Other issues not peculiar to India, but particularly severe in 
India, are inefficiency and surplus employment. Bringing 
about efficiency gains and passing the benefits on to consum¬ 
ers raise the question of how best to deal with the enormous 
problem of surplus labour. How this transition is brought 
about becomes an important issue of strategy that must be 
embedded in pricing decisions. Undoubtedly, there are no 
clear-cut answers and there will be enormous conflicts be¬ 
tween different players and different stakeholders. But this is 
an issue that will be important in the case of India. I suspect 
the most difficult issue facing the privatization of the distribu¬ 
tion end of the power sector, about which there has been talk 
for some time but no tangible results except in Orissa, is the 
question of surplus labour. A great deal of intellectual effort 
and consensus building will have to go into dealing with this 
problem. 


By and large, in most countries environmental standards are 
laid down by federal agencies, whereas regulation of prices 
takes place on a decentralized basis. This is typically so in the 
US and will be the case in India too. While the price regulator 
is not necessarily involved in setting environmental standards, 
there could be some conflict between the two. Here again, 
environmental standards are likely to change over a period of 
time and prices will have to reflect to some extent the inter¬ 
nalized cost of future changes that would come about. Very 
0 ten, the plant or equipment itself will have investments that 
ensure a perceived environmental requirement that will have 
to e met in the future. So in some sense, investors are buying 
certain levels of risk. And we have seen the enormous change 
that has taken place in this country. 
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Conclusion 


References 


One of the biggest challenges that regulators in India would 
face relates to the inclusion of environmental standards. There 
are two divergent pressures that would be brought to bear on 
them in such decisions. The first set of pressures would come 
from the industry itself that views environmental compliance 
as an unnecessary and expensive luxury. On the other hand, 
environmentalists would take a totally different view requiring 
strict and rigid enforcement of environmental standards on 
producers of regulated services. One estimate for the US 
indicates that two per cent of the gross national product is the 
cost of complying with environmental regulations for the 
economy as a whole. In the case of the electric power sector 
existing regulations could add 10% or higher in the cost of 
constructing a power plant, as well as increasing operating 
costs (Andrews and Govil 1995). Regulators will have a 
difficult task of estimating externalities for the environment, 
and internalizing them as part of the price to be paid by 
consumers. This would also lead to conflicts between state 
and central regulators as has been the case in the US. In 
general, state level regulators were somewhat lax in enforcing 
environmental compliance, and much of the pressure in 
recent years has come from the federal laws and regulations. 

Essentially, we need to chart out a clear path on how evolu¬ 
tion will take place with regulatory measures in this country. 
As part of this, we not only have to lay down certain method¬ 
ologies and processes but will also have to think in terms of 
the enhanced powers, the sharpening of actions, that will take 
place as a result of legislative action. We have made a begin¬ 
ning, but there is enormous disparity between the different 
regulatory bodies and perhaps each one of them will move at 
a different pace at different stages. But we need some kind of 
a common framework for all of them, and more importantly 
we need a very specific trajectory of change in the evolution¬ 
ary process that each particular sector will have to follow in 
the years ahead. 
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Issues of 
concern 


The problems associated with tariff reform and regulation will 
be with us for a long time to come. However, the first, and to 
me the most important, issue to focus on in the Indian 
economy today is that the key fiscal problems in the country 
are related to utility tariffs. This is true of most sectors such 
as power, irrigation, and other areas of infrastructure, water 
supply, state road transportation, and, to some extent, the 
Railways. The Economic Survey of the Ministry of Finance 
documented in 1998 that 

® the total amount of implicit subsidies on merit goods 
comes to a little over 10.7% of the GDP (gross domestic 
product), which is a little higher than the total fiscal deficit 
of the states and the centre combined 
■ all the implicit subsidies being given in the current system 
in these and other sectors is somewhat greater than the 
total fiscal deficit. 


The issue of economic pricing for utilities is, therefore, of 
utmost importance. The survey also documented that the total 
losses of the state electricity boards due to wrong pricing and 
other losses would be about 250 billion rupees in 1998/99. If 
the correct tariffs were being collected, we would not need 
any foreign investments in the power sector! Therefore, the 
issue of setting up well-functioning tariff authorities or regu¬ 
latory authorities for infrastructure is important not just for 
the individual sectors but for the Indian economy as a whole. 

Another major issue is that most of the infrastructure 
sectors are making losses, except the Railways, telecom, and 
ports sectors. However, there is little rationality in the tariff 
structures of even these infrastructure entities. There are 
cross-subsidies and other problems in the tariff structures in 
each of these areas as well. The problem is that these suppliers 
of infrastructure have been owned by the public sector; therefore, 
in some sense, both the government and the consumers regard 
the tariffs more like taxes, thus hindering the reforms process. 

The Honourable Minister for Communications pointed out 
that the problem in India is that people are poor and cannot 
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afford to pay. I have not yet seen a poor person with a telephone 
in his house. As for electricity, 60% of the rural houses in 
India are not connected. I presume they are the poor, not the 
rich. Even in urban areas, 20% of the urban households do 
not have a power connection, illegal or legal. I presume they 
are also not rich. Around half the households even in urban 
areas do not have a tap in their homes. So the poor definitely 
do not benefit from the subsidies given in the provision of 
urban water supply. This and other such examples show that 
the issue of tariff setting is beset by historical problems and 
attitudes evident in the country both among the consumers 
and among those in the government. 

As these attitudes will be extremely difficult to change, it is 
important that the regulatory authorities are set up such that 
they have power, expertise, and acceptance. A consensual 
process is very important. And, the regulatory authorities do 
have to take into account the social or political realities in the 
country. 


Objectives of 
tariff 

regulation 


One of the main objectives of tariff regulation is to introduce 
competition. In some sense, the number one objective of a 
tariff or a regulatory authority ought to be to will itself out of 
existence as far as possible. If competition is introduced, there 
is no need to regulate. Regulation ought to be reduced over a 
period of time, making the sector much more self-governing 
with time. 

Another objective is to improve efficiency in the services. If 
the pricing is wrong, either excess or subsidized, the consum¬ 
ers and the suppliers make wrong decisions, resulting in 
inefficiency. The regulatory authority should protect consum¬ 
ers; whether it ought to be the judicial authority for protecting 
consumers is a separate issue. As long as any sector in the 
market has monopoly power, regulation is needed to protect 
the consumers. 

Tariff regulation ought to provide adequate returns, includ¬ 
ing providing resources for reinvestment. This is an important 
issue in India as the current stock of infrastructure in every 
sector is essentially owned by public sector entities. This 
means that if the stock of infrastructure services doubles over 
the next 10 years, it would grow by seven per cent a year. The 
public sector also has to invest in infrastructure right through 
this period, along with new private sector investment. 


Problems with problem that arises in tariff setting is that of cost 

tariff setting isc^ery. A principle which reflects the correct costs is essen¬ 
tial. One must look at those costs in a monopoly or a duopoly 
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situation which most closely reflects the costs that might exist 
in a situation of competition. One advantage that we have in 
India, but which we do not use, is that we have a long experi¬ 
ence with price setting in the BICP (Bureau of Industrial 
Costs and Prices). One of the facts that we do not seem to 
realize is that the BICP, until very recently, has always been 
staffed by experts. These experts had a very good record given 
their task of acting as an expert body which was not influ¬ 
enced politically, and yet is relatively acceptable. The BICP in 
India set prices in the quasi-infrastructure sectors like steel, 
aluminium, cement, fertilizer, and pharmaceuticals. The huge 
amount of work done by the BICP is worth looking into. The 
one wrong thing that the BICP did, however, was to follow 
the system of retention pricing. One of the objectives is to 
introduce efficiency, and retention pricing does not introduce 
efficiency or incentives for efficiency. 

Even in the BICP, there is always a problem of cost discov¬ 
ery. The BICP found it easier to get the information it needed 
from public sector enterprises rather than from private sector 
enterprises. And, in many cases, the prices were set without 
adequate information. It is very important to get the princi¬ 
ples right at the beginning of the tariff setting process. As 
there will always be great difficulty in getting the actual data, 
long-run marginal cost is clearly the main guiding principle. 

In the cost discovery process, apart from just the difficulty 
of getting information from the entities, it is necessary to 
build in the adequate returns. This ought to be resolved 
between regulatory authorities, and there is a need to look at 
the benchmark rate of return. 


Other issues 


Another issue that is common in India now is the foreign 
exchange risk issue. If there are imperfect foreign exchange 
markets, there is a lack of foreign exchange fluctuation pro¬ 
tection. This will result in putting too much risk on the for¬ 
eign investor or lender, and a higher rate of return will be 
required to account for the higher risks, leading to the con¬ 
sumers being made to pay higher tariffs. On the other hand, 
the investors ought to bear some risks. In infrastructure 
sectors, in-between solutions are required, i.e., neither push¬ 
ing all the risks on the investor nor on the government. It is 
also not advisable to pass all the risks for the foreign exchange 
fluctuations that are inherent in a developing country on to 
the consumer. 

Some innovation is required to find ways and means in 
tariff setting that provide for the self-selection of those who 
need the subsidy. The simple method is to have much lower 
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pricing at low load times in all services, though it will be 
inconvenient for the less well-off to use the services at that 
time. However, that is what self-selection is. If you cannot 
afford it, you would need to use the service at an inconvenient 
time to get much lower prices. If we set our mind to it, we will 
be able to find more innovative ways of addressing these 
social needs without burdening the system with as much 
subsidy as we do currently. Therefore, we need to think more 
creatively on the cross-subsidy and social issues. 

Regarding the relationship with quality levels, we should be 
thinking in terms of providing incentives for better quality 
delivery and its technical measurements. 


Sequence of 
reforms 


In India, the infrastructure pricing process will move slowly to 
reach economic levels of tariffs. The average tariff will have to 
rise as it is currently too low in most sectors except perhaps in 
the telecom and ports sectors. Lowering tariffs can take place 
only in the next stage, as it has happened in the UK. But in 
India, we have to raise them initially. Then as we reduce 
inefficiencies, we have to aim to reduce tariffs and eventually 
reduce regulation and introduce more competition. 

Therefore, the government must understand that it is not 
enough to staff regulatory authorities with retired civil serv¬ 
ants. They must have much more expertise. We have done that 
in the past in the BICP. There is no shortage of experts in the 
country. And, retired civil servants are not the only ones with 
good judgement. They, of course, have good judgement, but 
others have it as well. This is very important as the kind of 
issues they are going to dealing with in the next 5, 10, to 15 
years are very complex and technical. There is also the need 
for social judgement. But without good expertise, we defi¬ 
nitely will face troubled waters. 

Prescription of adequate accounting standards, i.e., the cost 
discovery process cannot be adequate unless there is a com¬ 
mon accounting standard. This is one of the first things that 
the authorities will have to do. And, they need the expertise to 
do that. Public hearings for acceptability and for getting 
information are a must. In Australia, this is now being done 
systematically. Systematic attempts at international 
benchmarking is essential. We have to get information 
internationally regarding prices, the principles behind pricing, 
and the actual levels. This information will prove extremely 
valuable. 
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The electricity industry forms a critical part of India’s infra¬ 
structure and its continued expansion is necessary to ensure 
rapid economic growth and the overall success of the liberali¬ 
zation efforts. Recognizing the importance of ensuring that 
sufficient resources are available to meet the rapidly growing 
demand, the Gol (Government of India) initiated a series of 
policy reforms in 1991. The main objectives of the reform 
process have been to improve the performance of the industry, 
correct distortions existing in the tariff structure, ensure 
dynamic and sustainable growth of the electricity industry in 
India, and encourage and facilitate participation of private 
capital, wherever necessary. 

Traditionally, the electricity industry in India has been regu¬ 
lated and owned by various government agencies and organi¬ 
zations. The role and participation of the private sector has 
been limited and confined to specific areas of small jurisdic¬ 
tion and consumer base. The government, through the author¬ 
ity conferred on it by different laws, has taken upon itself the 
role of the developer, promoter, and regulator of electricity. 

The subject of electricity is covered under the concurrent 
list in the Constitution of India, implying that both the cen¬ 
tral government and the state governments have the power to 
legislate the sector, A number of organizations and depart¬ 
ments perform specific tasks in aiding the development of the 
sector. These include the MoP (Ministry of Power, Gol), CEA 
(Central Electricity Authority), NTPC (National Thermal 
Power Corporation), NHPC (National Hydro Power Corpo¬ 
ration), PGCIL (Power Grid Corporation of India Limited), 
PFC (Power Finance Corporation), REC (Rural Electrifica¬ 
tion Corporation), and SEBs (state electricity boards). 

The total installed capacity, as on 31 October 1998, was 
approximately 90 000 MW with the share of hydropower 
being approximately 25%. In spite of significant capacity 
additions during the five decades following Independence, 
various parts of the country continue to experience shortages 
of energy and peak power. During 1997/98, energy shortage 
was of the order of 8% while the peak shortage was 
approximately 11%. The operational performance of the 
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sector has been characterized by low PLF (plant load factor) 
and highT&D (transmission and distribution) losses. Lack of 
financial resources and a desire to improve the performance of 
the industry have been the key drivers of the reform programme. 

The sector has witnessed significant and rapid changes 
during the past few years. These involve new policies for 
inviting private participation in the sector, setting up of 
independent and autonomous regulatory authorities, and 
increasing recognition of the need to operate the organiza¬ 
tions in the sector on commercial principles. The need for 
reorganization was felt in view of the rapidly increasing 
demand to improve the functional performance of the indus¬ 
try and due to the resource constraint faced by the public 
sector enterprises, particularly by the SEBs, to invest in new 
I projects. The main cause for lack of financial resources has 
been the lack of political will to increase the tariff to realistic 
levels. The subsidy and the cross-subsidies in the sector have 
' led to a distorted consumption pattern and rapid growth of 
captive power plants. The essence of the reorganization has 
been to ensure financial viability of the organizations in the 
sector, provide better value to the customer, and attract 
private capital into the sector. 

Reforms were initiated by the central government in 1991, 
when it introduced the policy to liberalize the sector and 
promote private investments in the sector. This policy focused 
initially on the generation side of the business. Its main objec¬ 
tive was to add generation capacity in a short time frame 
through private capital by making the sector attractive for 
investments. Since then, a series of further measures have 
been initiated by the government to expand and refine the 
policy for the sector. Amendments were introduced in the 
Indian Electricity Act, 1910 and the Electricity (Supply) Act, 
1948 to facilitate the process. 


Developments Electricity Act, the Electricity (Supply) Act, and 

in legislation Indian Electricity Rules provide the basic framework for 

on regulation regulation of electricity industry in India. These are dis¬ 

cussed in brief in Annex 1. These have been amended from 

Central sector reflect the policy changes and to make them 

suitable to the changing environment. 

^ In 1996, the central government, along with the state 
governments, decided on the Common Minimum National 
Action Plan. The objectives of the plan were to initiate steps 
required to improve the performance of the sector at the 
central and state level in a time-bound manner. Setting up the 
CERC (Central Electricity Regulatory Commission) and the 
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SERCs (state electricity^regulatory commissions) was a key 
element of this plan. '' 

The central government passed the legislation enabling the 
setting up of independent and autonomous regulatory bodies 
at the central and the state levels in July 1998. This is a sig¬ 
nificant step towards restructuring the electricity industry in 
India and is expected to provide an environment conducive to 
the dynamic growth of the industry. The regulatory bodies are 
expected to promote competition, efficiency, and economy in 
consumption of electricity and in investments for the develop¬ 
ment of the sector. 

This Act provides for the establishment of the CERC to 
regulate the tariff of the central generating companies and 
other generating companies in case of a composite scheme for 
generation and sale of electricity to two or more states and to 
regulate the interstate transmission of electricity undertaken 
by the PGCIL and other organizations, including the tariff 
payable to them. 

The Act also makes provisions for the establishment of a 
state commission as an option (not as a mandate) to the state 
governments. The state government can establish such a state 
commission in terms of the Act for the purposes of determin¬ 
ing the tariff/charges payable for the intrastate transmission 
and supply of electricity. The state commission will also 
regulate the working of the licensees and others involved in 
the electricity industry in the state. The functions of the 
CERC are outlined below. 

® To regulate the tariff of generating companies owned or 
controlled by the central government. 

® To regulate the tariff of generating companies other than 
those owned or controlled by the central government 
specified in Clause (a), if such generating companies enter 
into or otherwise have a composite scheme for generation 
and sale of electricity in more than one state. 

® To regulate the interstate transmission of energy including 
tariff of the transmission utilities. 

To promote competition, efficiency, and economy in the 
activities of the electricity industry. 

® ,To aid and advise the central government in the formula- 
tion of tariff policy which shall 

• be fair to the consumers 

• facilitate mobilization of adequate resources for the 
power sector 

• associate with the environmental regulatory agencies to 
develop appropriate policies and procedures for environ¬ 
mental regulation of the power sector 
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• arbitrate or adjudicate upon disputes involving generat¬ 
ing companies or transmission utilities in regard to 
matters connected with the above-mentioned clauses 

• frame guidelines in matters relating to electricity tariff 

• aid and advise the central government on any other 
matter referred to the central commission by that gov¬ 
ernment. 

The enactment of the Regulatory Commissions Bill and the 
establishment of the CERC are positive steps. There are, 
however, a number of other measures, especially at the state 
level, which need to be initiated urgently to provide a compre¬ 
hensive solution for restructuring the power sector. The 
Regulatory Commissions Bill has facilitated the setting up of 
state regulatory commissions and many states have indicated 
their willingness to set up the same. The states, however, also 
need to consider the option of enacting a reform bill to facili¬ 
tate comprehensive reform, i.e., restructuring, unbundling, 
and corporatization of the vertically-integrated SEB and 
related aspects. 

The other important issue relates to the phasing out of 
subsidy and cross-subsidy existing in the tariff structure of 
most of the SEBs. Clearly, this process would not be easy and 
will have to be graduated over a period of time. It would also 
require strong political will and commitment to the process of 
reforms. 

State sector In the recent months, a number of states have indicated their 
willingness to reform the power sector and to set up regula¬ 
tory bodies. The main driving force to establish independent 
regulatory commissions is the need to rationalize consumer 
tariffs. The issue of rationalization of tariffs is linked to the 
inability of SEBs to pay for IPP (independent power pro¬ 
ducer) power. In such an environment, many states found that 
IPPs were simply not willing to invest as the projects seemed 
unviable. 

Orissa 

Orissa was the first state to initiate power sector reforms in 
the country with the enactment of the Orissa Electricity 
Reform Act in 1995. Significant progress has been achieved 
since then and the Orissa example has now become a prec¬ 
edent which many other states are following or are likely to 
follow. The OSEB (Orissa State Electricity Board) was 
dissolved and unbundled as part of the reform programme. 
The generation business has been hived off into two 
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corporations, i.e., the OPGC (Orissa Power Generation 
Corporation) which took over the thermal plants of the erst¬ 
while OSEB and the Orissa Hydro Power Corporation which 
took over the hydro plants. The transmission and the distribu¬ 
tion businesses were entrusted to GRIDCO (Grid Corpora¬ 
tion of Orissa Limited), which is the successor organization of 
the OSEB. The distribution business has been divided into 
four zones and is to be privatized by the end of financial year 
1998/99. 

Further, the OERC (Orissa Electricity Regulatory Com- • 
mission) was established in 1996 as a part of the reform 
process. The powers and functions of the regulatory commis¬ 
sion include issue of licences, enforcement of licences and 
regulation of licensees, promotion of economic efficiency and 
safety in transmission, distribution, and use, regulation of 
bulk supply and retail supply tariffs, collection of data and 
forecasting, and promotion of competition. 

The OERC, since its inception, has issued licences for 
transmission and bulk supply, distribution and retail supply, 
and regulations for conduct of its proceedings and discharge 
of its functions. It has issued two tariff orders and its last 
tariff order was issued on 21 November 1998 for bulk supply 
and transmission tariff and retail supply and distribution tariff 
separately. It has issued orders giving consent for setting up 
captive power plants and for third-party sales. The future 
course of action of the OERC envisages approval of the grid 
and distribution code and formulating consumer grievance 
redressal machinery for the licensees. It is also working to¬ 
wards developing a regulatory MIS (managerhent information 
system), issue of consumer rights statement, power system 
planning and security standards, operating standards, and 
holding of inquiry proceedings on the supply position in 
selected areas. 

Orissa has followed the UK model in terms of unbundling 
of the generation, transmission, and distribution business. The 
approach has been to privatize the successor distribution and 
generation business at the earliest while the transmission 
business is to be privatized at a later stage. A number of states 
are likely to follow this model with Haryana and Andhra 
Pradesh having already enacted legislation on a similar pattern. 


The Haryana Electricity Reform Act was passed in 1998 and 
the Haryana Electricity Regulatory Commission was enacted 
according to the provisions contained therein on 17 August 
1998. At the same time, the Haryana Electricity Board was 
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unbundled and the generation, transmission, and distribution 
businesses were corporatized under separate activities. Two 
distribution zones were formed. It is proposed that the east 
zone would be privatized, with the government of Haryana 
retaining equity participation. An information dissemination 
programme has been launched relating to restructuring and 
reform activities. 

Haryana has followed the Orissa model with secondary 
changes. The privatization of the distribution business at the 
first stage is limited to one of the two zones. This will provide 
an opportunity for comparison of performance of a private 
operator with the state owned utility. The programme is 
expected to proceed at a rapid pace when compared to Orissa 
and hence will provide useful comparison with performance 
in Orissa. Further, the socio-political environment in the state 
is significantly different from that in Orissa and successful 
implementation would not be easy and would require strong 
political will and adroit manoeuvring skills. 

Gujarat 

The Government of Gujarat initiated the reform programme 
in 1997. The principal components of the programme in¬ 
volved setting up an independent regulatory commission to 
restructure the GEB (Gujarat Electricity Board), modernize 
and upgrade the distribution system, and clear the backlog of 
connections for the agriculture sector. The state government 
notified the constitution of the Gujarat Electricity Regulatory 
Commission in November 1998 and the selection committee 
for selection of members has also been constituted. 

The constitution of the Gujarat Electricity Regulatory 
Commission has been notified under the Regulatory Commis¬ 
sions Bill and the process of selection of the chairman and 
members of the commission is already under way. This proc¬ 
ess, however, will not provide a mechanism for restructuring 
the GEB. The state is thus considering separate state legisla¬ 
tion providing for a comprehensive reform programme. 

Andhra Pradesh 

Well on its way towards reform, the Andhra Pradesh legisla¬ 
tive assembly passed the Andhra Pradesh Electricity Reform 
Bill on 28 April 1998. Presidential assent has been received 
for the same. The government would now notify a date from 
which the new Act would come into effect, paving the way for 
the formation of an independent and statutory three-member 
power regulatory commission. The restructuring programme 
involves reorganization ofthe APSEB (Andhra Pradesh State 
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Electricity Board) into two corporations under the Companies 
Act, India namely the APGENCO, having the generation 
business of the state, and APTRANSCO, having the transmis¬ 
sion and the distribution business. APTRANSCO would be in 
the business of purchase of electricity from various sources, 
transmission, and supply of electricity. It will procure power 
from APGENCO, APGPCL, central generating stations, 
neighbouring states, and IPPs, and will supply it to distribu¬ 
tion companies. 

The state has also drawn out a detailed timetable for 
reforms. After the notification of the Reform Act in January 
1999, the state now plans to unbundle and corporatize the 
generation, transmission, and distribution businesses. Distri¬ 
bution is proposed to be separated into three different compa¬ 
nies. The privatization of the distribution companies has been 
scheduled for the end of the year 2000. 

Andhra Pradesh has followed the Orissa model and the first 
phase of the reform programme is about to be completed. It is 
expected that the progress will be rapid as compared to Orissa 
as the state has, in the recent past, demonstrated strong 
political will to improve the infrastructure and to attract 
private investment into various sectors of the economy. 

Other states 

A number of other states including Rajasthan, Karnataka, 
Tamil Nadu, Madhya Pradesh, and West Bengal are in the 
process of setting up state regulatory commissions and 
restructuring the power sector. West Bengal is reportedly 
following a significantly different structure whereby all the 
distribution in the rural areas is handed over by the board to a 
new organization called the State Rural Electrification Devel¬ 
opment Corporation. This organization is expected to be 
structured as rural cooperatives buying power from the SEBs 
and managing their affairs at a local level. A number of differ¬ 
ent structures and variations within structures are being 
undertaken in different states. 


Market 

structure 

Supply side 


The electricity industry in India has traditionally been owned 
and operated by government organizations. The MoP is the 
primary body responsible for the development of electrical 
energy in the country. Under the central government, there are 
several agencies and power generating and transmission entities^ 
that function under the administrative guidance of the MoP. 

The construction and operation of generation projects in 
the central sector are entrusted to central sector 
corporations, namely the NTPC, the NHPC, and NEEPCO 
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) (North Eastern Electric Power Corporation). The NPC 
1 (Nuclear Power Corporation), under the administrative 
'; control of the Department of Atomic Energy, is responsible 
for the nuclear power plants. 

The PGCIL is responsible for all the existing and future 
transmission projects in the central sector and also for the 
formation of the National Power Grid. The PFC provides 
term finance to projects in the power sector. The REC, under 
the MoP, funds programmes of rural electrification. 

The responsibility of generation, transmission, and distri¬ 
bution of electricity in the states is entrusted to the SEBs and 
state electricity departments. Most of these are vertically- 
integrated utilities under the direct control of the State Minis¬ 
try of Power or Department of Power. The SEBs were 
established in various states pursuant to a mandate contained 
in Section 5 of the Electricity (Supply) Act, 1948. There are 
17 SEBs in operation and they generate over 70% of the 
electricity supplied in the country. Apart from generating, 
transmitting, and distributing power, SEBs are also responsi¬ 
ble for fixing tariffs and collecting dues from the consumers. 

I The Electricity (Supply) Act, 1948 envisaged the SEBs as 
■^^conomic and efficient organizations operating on quasi- 
% commercial principles. 

Private utilities form the smallest part of the power sector 
in India and their role till the beginning of the reform pro¬ 
gramme was confined to specific areas of small jurisdiction 
and consumer base. The private sector organizations in the 
power sector have performed consistently well. They have 
generally been profit-generating organizations and are now 
regarded as role models for the new companies entering the 
sector. The major players in the private sector have been the 
BSES Limited, which distributes electricity in Mumbai, 
Maharashtra; CESC Limited in Calcutta, West Bengal; Tata 
Electric Company Mumbai, Maharashtra; Ahmedabad Elec¬ 
tric Company, Ahmedabad, Gujarat; and Surat Electric Com¬ 
pany, Surat, Gujarat. 

Demand side The consumption of electricity in India has experienced a 
/ rapid growth during the 1990s. The growth has been consist¬ 

ently over 8% during this period, recording a growth of 8.5% 
in 1995/96. However, the growth rate increased at a some¬ 
what lower rate during the past two years. The per capita 
consumption has increased from 253 kWh in 1990/91 to 
335 kWh in 1995/96 at a CAGR (compound annual growth 
rate) of approximately six per cent. The number of consumers 
during the same period has grown from 82 million to 
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86 million. Most regions of the country continue to experi¬ 
ence significant shortages with peak deficit being 11 % and 
energy shortage being 8% during the last year. 

Industry has traditionally been the single largest consumer 
of electricity in the country accounting for more than one- 
third of the total consumption last year. The share of industry 
in electricity consumption came down from 62% in 1980 to 
about 38% in 1995/96 despite high industrial growth. This is 
because the SEBs have^ over the years, artificially inflated 
agricultural sales by including part of the commercial losses 
as sales in this category. This is reflected in the consumption 
of the agricultural sector increasing from 12% to approxi¬ 
mately 31%. This has been possible because of lack of proper 
metering for this segment of consumers. 

Drivers for The functioning of the industry has been characterized by the 
regulatory inability to achieve need-based growth, and problems of 
reform and operational, technical, and financial instability, which include 
change in high T&D losses, low PLF, poor finances of the SEBs, etc. 
market 

structure Economic and financial 

Lack of financial resources with both the central and the state 
governments to take up need-based programmes for addition 
of generating capacity and development ofT&D systems has 
led to the recognition of the fact that the development of the 
sector cannot be undertaken without the participation of 
private capital. The key aim is to make the environment 
attractive for investments by the domestic and the foreign 
private sector. 

The widening gap between demand and supply has put the 
government under pressure to open up the sector and simplify 
the procedures and processes for approval of projects. 

Political and managerial 

The functioning of most of the SEBs has traditionally been 
characterized by extensive political interference. This con¬ 
strained the managerial and functional autonomy of the SEB 
administration, often leading to decisions which were not 
based on commercial considerations. A number of social 
policy goals such as employment and price stability have often 
been interrelated to the government policies on the develop¬ 
ment of the sector. 

Further, the electricity tariffs in most states are highly 
distorted with an element of cross-subsidy built into the tariff 
structure. The industrial consumers are supplied power at 
high tension and pay more than the domestic and agricultural 
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consumers who are supplied at low tension. This is leading to 
an increase in captive power units which could eventually 
deteriorate further the already poor financial condition of the 
respective boards. 


Technical and operational 

The operational performance of the plants run by the SEBs 
has not been at par. The level of T&D loss is in most of the 
y states is very high in comparison to international standards. 
This problem is often linked to the lack of financial resources 
and political interference in the functioning of SEBs. 

Availability of reliable and quality power when demanded by 
the consumers has been lacking. The reform process has recog¬ 
nized the need for renovation and modernization of old plants 
and introduction of new and better technologies in the sector. 


Restructuring 
of the sector 
and market 
development 
in the future 


Since the early 1990s5 it was clearly evident that fundamental 
structural reforms were needed to improve the performance of 
the electricity industry and to meet the rapidly growing 
demand. Reforms in the sector essentially focus on three 
issues (1) restructuring to improve efficiency of operation, 

(2) regulatory reform, and (3) competition and privatization. 
The reasons for poor performance, however, have been com¬ 
plex and diverse. Similarly, there are significant differences 
with respect to the current state of development, level of 
performance, income distribution, and social concerns related 
to pricing and availability of electric power, legal and political 
systems, etc., in different states. Hence, it is not advisable to 
apply a one-size-fits-all approach which can severely limit the 
performance improvements that the reforms expect to achieve. 

Various models of structuring the industry have been 
mooted and applied in various countries. Based on the 
degree of monopoly existing in the electricity sector around 
the world, the three generic models detailed here could be 
considered. 


Monopoly at all levels 

A single company has monopoly over generation, transmis¬ 
sion, and distribution of electricity to final consumers. Gen¬ 
eration is not subject to competition and the customer has no 
choice of supplier. The model prevailed almost universally 
until quite recently. 

Competition in generation 

There is competition in generation but all the sales must be to 
a designated purchasing agency. 
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Retail competition or direct access 

Here the customers choose their supplier. More than one 
supplier offers to supply electricity to consumers in an area. 
There is open access to theT&D system. Distribution is 
separate from the retail activity, which is competitive. 

There are many dimensions to the choice of industry 
structure and many different variations exist based on the 
characteristics of the individual country. In India, the restruc¬ 
turing of the electricity board would involve unbundling its 
functions, corporatization of its functions in one or more 
corporation, transfer of assets, liabilities, personnel from SEB 
to corporation(s), etc. There are several advantages associated 
with the unbundling of generation, transmission, and distribu¬ 
tion business. These include transparency and accountability 
in the performance of different functions, ensuring that all 
activities get a proper focus. Further, unbundling allows 
competition in the segments where it is likely to lead to an 
optimal solution or at least a benchmark comparison amongst 
the functioning of various units. 

Since unbundling and corporatization involve complex techni¬ 
cal and social changes, it is important that the restructuring 
exercise should have the legislative sanction as legislation 
carries the backing of elected representatives and hence public 
support. A legislative action is generally not open to challenge 
on grounds of mala fide and other similar grounds whereas an 
executive action can be. 

With the enactment of the Electricity Regulatory Commis¬ 
sions Act, 1998, the state governments have two options for 
establishing the SERC.These are through a notification under 
the provisions of Section 17 of the Central Act or through a 
comprehensive state legislation with the requisite presidential 
assent. 

Some state governments are reportedly choosing the first 
option as it precludes the need to go to the state legislature, 
refer the bill to the central government, etc. and may work out 
to be the quicker and easier method of establishing the SERC. 
However, this option has certain inherent drawbacks. First of 
all, the Central Act does not provide for restructuring of the 
electricity industry in the state, which should also be an 
integral part of a reform programme. If an SERC is set up 
through a notification, the state government will have powers 
to curtail its power or even demolish it at a later date through 
a simple notification without going to the state legislature. 
Further, political will and bureaucratic zeal will be important 
factors to ensure successful implementation of a reform 
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programme.Thus, it is all the more desirable that the 
state government takes the initiative and owns the reform 
programme. 

Role of the The establishment of an independent regulatory commission 
regulator is one of the basic requirements of the reform programme. 

The regulatory functions of the SEE will then be transferred 
to the commission and the role of the state government will 
be restricted to issuing policy directives. The commission 
should have full financial autonomy and it will be required to 
act in the interests of all stakeholders including the regulated 
utilities, consumers, state, and others concerned with the 
development of the industry. The specific functions of the 
commission would include, among others, the following. 

■ To promote efficiency, economy, and safety in the use of 
the electricity in the state particularly in regard to quality, 
continuity, and reliability of service and enable all reason¬ 
able demands for electricity to be met. 

■ To regulate the purchase, distribution, supply, and utiliza¬ 
tion of electricity, the quality of the service, the tariff, and 
the charges payable keeping in view the interest of the 
consumer and the consideration that the supply and distri¬ 
bution cannot be maintained unless the charges for the 
electricity supplied are adequately levied and duly col¬ 
lected. 

■ To regulate the working of the licensees and to promote it 
in an efficient, economical, and equitable manner. 

■ To require licensees and others to formulate prospective 
plans and schemes in coordination with others for the 
promotion of generation, transmission, distribution, and 
supply of electricity. 

■ To regulate the assets, properties, and interest in properties 
concerning or related to the electricity industry in the state. 

■ To promote competition, competitiveness, economy, and 
efficiency, while ensuring a fair deal to the customers and 
entities engaged in business of generation, transmission, 
and supply of electricity. 

® To promote efficient utilization and conservation of energy, 
appropriate demand-side management, reduction of wastes, 
and losses in the use of electricity. 

■ To advise the state government on matters concerning 
electricity generation, transmission, distribution, and 
supply in the state, as the commission considers appropri¬ 
ate. 

■ To adjudicate upon the disputes and differences between 
the licensees and to refer the matter for arbitration. 
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However, given the current status of market evolution, 
several issues have to be taken into account while ensuring 
autonomy, accountability, independence, and expertise avail¬ 
able with the regulatory commission. Further, as the market 
structure evolves from being a SEB monopoly to competitive 
entities in the private sector, the regulatory authorities would 
need to demonstrate flexibility in approach. They will have to 
ensure that there are sufficient safeguards to protect the 
interests of the consumers and that the financial viability of 
the new entities is secure. They will encounter several imple¬ 
mentation issues involving complex social, technical, legal, 
and economic issues in trying to achieve the stated objectives. 
They will hence need assistance on several fronts to ensure 
that they are able to meet the challenges set forth to them by 
a dynamic and evolving market. 

In respect to the independence, autonomy, and 
accountability, the following guidelines provide the basic 
framework. 


Independence 

The regulatory authority should be provided full independ¬ 
ence from political pressures - from ministries and from 
regulated enterprises, private or public. To ensure this 
® the regulators should be appointed on the basis of profes¬ 
sional rather than political criteria 
B the regulators should be appointed for fixed terms and 
should have formal protection from arbitrary removal 
during their term 

® their appointment process should involve both the execu¬ 
tive and the legislature to ensure proper checks and bal¬ 


ances 


H they should not have been employed recently by the regu 
lated utilities or other interest groups. 

Further, there should be a cooling period betweeri the end of 
their appointment and employment by parties with interest in 
the commission’s decisions. 


Autonomy . . „ 

Autonomy would imply that the regulatory commission 

should have its own resources, based on its own funding 

sources (most common mode is through levies on 

firms or the consumer of the regulated services), °f 

relying on budgetary transfers. Further, regulat r 

ha4 autonomy in staffing so that they can 1 

high levels of expertise. The tasks of the agency, not political 

considerations, should determine the size of the sta . 
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Achieving staffing autonomy in regulatory services often 
requires exempting them from civil service salary and recruit¬ 
ment rules. It might also mean recruiting external consultants 
as well. 


Accountability 

Accountability would entail transparency in the regulatory 
agency’s decision-making process which requires the regula¬ 
tory agency to publicly announce and invite suggestions 
regarding the initiation of a process to make policy decisions 
and to explain these decisions. The decisions of regulatory 
agencies should be open to judicial review. Accountability also 
requires clear simple procedural rules, which reduce possibili¬ 
ties of administrative delays; a multi-member commission, 
which reduces the possibility of abuse of power and sudden 
and dramatic changes in the policy with a change in the 
regulator; and defined rules and procedures for removal of 
regulators. 


Tariff setting 

Current rate 
policies 


The current pricing method used by most utilities in the 
Indian electricity industry is the traditional cost-plus method. 
The regulatory mechanism for setting electricity tariffs is 
outlined in Schedule VI of the Electricity (Supply) Act, 1948. 
The cost-plus approach starts with the identification of costs 
which include the fixed costs related to capacity, the variable 
costs related to fuel, and other customer related costs. Then 
these costs are allocated as ‘equitably’ as possible among 
consumers through the tariff structure. 

The guiding principles for retail tariffs are usually financial 
and social. Usually the policy makers would like the level of 
tariffs to be such that it meets certain financial criteria and 
the structure to be, in some sense, fair without penalizing 
certain groups arbitrarily. However, tariffs have evolved in an 
ad hoc manner in the past 30 years. Electricity tariffs have 
been used and are currently being used to meet several finan¬ 
cial, political, and social objectives. The cumulative effect of 
such forces has created a complex web of tariffs in most states 
of India. 

Typically, electricity prices in India are less than the cost of 
electricity production (average cost) and substantially less 
than the cost to build and operate a new power plant (mar¬ 
ginal cost). During the financial year 1996/97 the average 
realization was about Rs 1.49/kWh while the cost of supply 
was about Rs 1.86/kWh. Compounding the problem of under- 
pricing is the high level of T&D loss and poor collection rate 
rom farmers and domestic consumers. Electricity prices are 
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also low in India compared to utilities in a number of other 
Asian countries. 

Underpricing of electricity is a serious issue in India’s 
power sector. Underpricing encourages consumers to place 
little value on saving energy. In many states, electricity to the 
agricultural sector is not only underpriced but actually dis¬ 
tributed free (for example, in the states of Punjab and Tamil 
Nadu). Most states follow a flat-rate tariff structure for their 
agricultural consumers where farmers are charged on the 
horsepower of their irrigation pumps and not on the actual 
electricity consumed. Subsidies for agriculture also create 
excess demand for electricity and disincentives for invest¬ 
ments in conservation. More importantly, high demand makes 
power supplies unreliable, forcing consumers to maintain 
back-up generators, which results in macroeconomic distor¬ 
tions due to overcapitalization in the economy. 

Problems with retail electricity pricing based on accounting 
costs also constrain efficiency investments for several reasons. 
Most customers pay for electricity based on total kilowatt- 
hour use over a certain period with no distinction between use 
in peak period (when electric power is expensive to supply) 
and off-peak period (when electric power is relatively cheap to 
.supply). This lack of price signals discourages load manage¬ 
ment actions. Second, with the exception of large industrial 
customers, most customers do not pay for poor power factor. 
Poor power factor leads to increased T&D losses, thereby 
raising the cost of power delivered. 

Any analysis of power tariffs should consider both the 
structure of tariffs and the costing methodology for rate¬ 
making. In the electricity economics literature, it is fairly well 
established that accounting costs are not relevant for resource 
allocation. One reason for this is that the accountant is con¬ 
cerned with recovering sunk costs, whereas for efficient 
resource allocation, it is the actual resource used or saved by 
consumer decisions that are important. Prices are the 
amounts paid for extra consumption, and need to be related 
to the incremental costs in meeting extra consumption. The 
accounting framework for tariff setting fails to capture this 
important principle. The estimate by the traditional approach 
may lead to over-investment and waste or under-investment 
and unnecessary scarcity. 

Objectives of The demand for electric power in India is growing at a rapid 
the pricing pace and the objectives of economic growth require that the 
policy pricing policy should promote economically efficient alloca¬ 
tion of resources, both within the energy sector and between it 
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and the rest of the economy. At the same time, however, every 
citizen’s basic right to be supplied with a certain minimum 
amount of energy needs to be recognized. Recent studies in 
some of the states have demonstrated the willingness and 
ability of consumers, including agricultural and domestic, to 
pay for efficient and reliable power at rates significantly higher 
than those currently being charged. There is a need to reduce 
and gradually phase out the subsidies over a period of time, 
;while at the same time improving the quality of supply. 

Further, the pricing policy should ensure financial viability, 
autonomy, and speedy development of the energy sector. In 
India, this aspect has often been overlooked to provide subsi¬ 
dized power to agricultural and residential sectors. The utili¬ 
ties cannot function in vacuum, and tariffs have to be 
correlated to the quality of power supplied with incentives 
and penalties awarded for achieving the requisite standards 
and vice versa. The introduction of the performance-based 
tariff structure is expected to provide incentives to the utilities 
to improve the quality of supply and services provided by them. 

On the consumption side, energy pricing is a very impor¬ 
tant tool for demand management, especially in the long run. 
Incentives for maintaining high power factor and for conser¬ 
vation during peak hours and seasons are required. Provision 
to impose penalties on those indulging in theft and violating 
the load control measures and adoption of proper incentives 
for metered supply should be a part of a pricing policy. 

Finally, there are additional objectives such as the need for 
price stability, the need for simplicity in energy pricing struc¬ 
tures, promoting regional development or specific sectors, and 
other socio-political, legal, and environmental parameters that 
need to be kept in mind. Thus, a large number of complex 
issues need to be addressed and apparently contradictory 
objectives have to be reconciled while designing an appropri¬ 
ate pricing policy. In India, the absence of reliable data and 
lack of infrastructure to implement innovative tariff structures 
further complicate the matter. Some progress has however 
been achieved with the initiation of reforms in Orissa and it is 
expected that as the liberalization of the sector gathers 
momentum these constraints will be removed. 


Efficiency 
pricing: the 
case for 
marginal costs 


The rationale for using marginal costs is the maximization of 
economic efficiency and social benefits. Pricing below mar¬ 
ginal cost results in wasted resources because the cost of 
producing some units exceeds their value to consumers. Use 
of the marginal cost methodology promotes better utilization 
of capacity and avoids unnecessary investments to meet peak 
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demands, which tend to grow very rapidly. The marginal cost 
approach permits the structuring of prices so that they vary 
according to the marginal cost of serving demands ~ by differ¬ 
ent consumer categories, at different times of the day, in 
different seasons, in different voltages, and so on. 

The marginal cost approach is the basis for determining the 
fair price of energy provided by a new generator. Assuming 
that the inflation impact exceeds the cost-reducing impact of 
technological development, which is usually the case for most 
mature technologies, the embedded cost (of other generators 
already in production) is unlikely to provide sufficient finan¬ 
cial incentive for new investments to come online. Hence, 
there is a need for adopting a marginal cost based PPA (power 
purchase agreement) for all new generators. 

Moving towards LRMC (long-run marginal cost) tariffs in 
the retail segment will be the key to improving electricity 
efficiency. This is, however, easier said than done. There are 
several practical problems related to applying the marginal 
cost based approach in India. Traditional price regulation as 
carried out in India has been a socio-political exercise. It is 
unlikely that any government would allow the huge rate 
‘shocks’, which moving towards LRMC tariffs would entail. 
Further, the revenue derived from charging marginal costs 
may differ significantly from the amount required to meet the 
financial needs of the licensee. This could either place the 
financial viability of the licensee in jeopardy or bestow on it a 
significant windfall, unless the regulatory commission inter¬ 
venes to correct the discrepancy. The data requirements for 
adopting the marginal cost approach are more comprehensive 
and complex than those required for using the accounting 
costs. The kind of data required is generally not available with 
most SEBs and the MISs are either non-existent or are not 
geared to meet these requirements. Hence, as a first step, the 
marginal cost approach may be used only as a ‘comparator’ to 
provide signals to the regulator and the consumers. 

Performance- Performance-based rate-making strives to eliminate some of 
based the control aspects of regulation and replace them with a 
regulation system of incentives and penalties. The prices in such a system 
are generally fixed for a longer period than that in the cost- 
plus methodology. The PBR (performance-based regulation) 
system has distinct advantage in terms of providing an incen¬ 
tive to the utility to minimize the costs. This incentive how¬ 
ever needs to be counter balanced by monitoring the 
prescribed quality standards so that the reductions in cost do 
not lead to a reduction in the supply standards. There are 
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several mechanisms and parameters such as the generating 
plant reliability, T&D loss, outages at the customer level, 
customer complaint handling and satisfaction, etc., around 
which a PBR system can be designed. Most SEBs in the 
country are characterized by the lack of a proper MIS and 
reliable data to design a good PBR system. Hence, in the 
Indian context, at the outset only simple and easily measur¬ 
able or quantifiable parameters should be included in the 
PBR system. 

Transition The pace of reforms, especially the tariff rationalization 
strategy process, will not be easy and is not possible in the short term. 

It will be constrained by several socio-economic factors from 
capability and willingness of consumers to pay for high cost 
power to a possible outcry and revolt against the incumbent 
regime. Political will is an important issue and will play an 
important role in determining the ultimate success of the 
tariff reform process on which the success of the reform 
programme will hinge. The following steps need to be initi¬ 
ated urgently to respond to the issue of rationalizing the tariff 
structure. 

Establishing regulatory structure 

Setting up a regulatory commission quickly is an essential 
task which needs to be undertaken by all states. The periodic 
revision of tariffs is a major problem as it has traditionally 
been a political decision. Many states in the recent past have 
dragged their feet for a long time over the issue, which has led 
to the deteriorating financial health of the SEBs. Setting up a 
regulatory agency to do the job would delink the government 
from what is considered to be an unpopular decision. The 
regulatory authority will take over this responsibility and set 
tariffs that achieve the twin objectives of ensuring financial 
viability of the entities in the sector and at the same time 
insulating small and marginal consumers from price shock. 

Sensitizing public representatives 
The political leadership all over the country has been 
extremely sensitive on the issue of subsidies and has strongly 
held the view that any tinkering with the subsidies would be 
politically damaging. The public representatives need to be 
sensitized to the fact that further continuance of subsidies 
would be disastrous to the development of the sector. Further, 
through the process of reforms, it is possible for the govern¬ 
ment to delink itself from taking unpopular decisions by 
setting up regulatory agencies to do the job. 
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Consumer education 

Consumers in India have been the most neglected in the state- 
owned and -operated infrastructure sector. There are not 
many organized forums where an aggrieved consumer can 
voice complaints. Providing better quality of service and 
protecting the interest of consumers are key elements of the 
reform programme. At the same time, it is critically important 
for the people in the country to recognize that subsidies have 
resulted in a substantial loss to the SEBs and to the economy 
as a whole. A vigorous campaign to educate the people about 
the financial crisis of the SEBs and to make them realize that 
further development of the sector is not possible without 
availability of sufficient resources with SEBs, needs to be 
launched. A part of the exercise of consumer education and 
awareness will have to be carried out by the regulatory com¬ 
mission. At the same time, a movement will have to be initi¬ 
ated to educate consumers on their rights, collect and 
disseminate information on the regulatory decisions and their 
impact on different consumer categories, and spread aware¬ 
ness on the quality standards and mechanisms available for 
handling consumer complaints. 


Graduating tariff shock 

In spite of the improvement in the general economic environ¬ 
ment and income levels, a substantial portion of the country 
cannot afford electricity services. The regulators will need a 
mechanism which ensures that low-income consumers do not 
lose access to electricity while raising prices to marginal cost. 
This apparent paradox can be solved in two ways. The classi¬ 
cal solution will be to pay direct person-oriented subsidies to 
poor consumers and raise power prices instead of obliging 
utilities to reduce prices below costs and then shouldering the 
debt, as is the current practice in India and several developing 
countries. This method, however, is clearly impractical and an 
alternative could be to preserve low prices for the level of 
consumption prevailing before reform and raise prices at the 
margin. Consumers would then pay flat rates for current con¬ 
sumption levels, but prices would rise steeply if demand, 
especially the demand for higher (peak) capacity but not for 
longer utilization hours of the same capacity, were to increase. 
This would provide the right pricing signals for load growth. 


Pacing of 
reforms and 
strategies for 
future action 


There are different approaches to implementing the reform 
programme. There is a ‘big bang’ approach where unbundling, 
privatization, and introduction of competition are achieved in 
a single step. The other approach is a phased reform process 
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where a relatively long transitional period is available to the 
utilities and the regulatory bodies to evolve according to a 
structured programme. The adoption of a particular approach 
would depend on factors such as the existing capacity of the 
legal, political, and social systems, performance standard of 
the existing infrastructure, complexity involved in implement¬ 
ing the big bang approach, the time required to evolve effec¬ 
tive regulatory structure, and political will. 

In India, the restructuring of the SEBs may be attempted in 
a phased manner to avoid the shock associated with a major 
changeover. This will ensure that sufficient time is available 
for regulatory bodies to start functioning effectively and will 
also provide sufficient time to convince all stakeholders of the 
benefits associated with the process. 

As a first step, the activities of the SEB should be broken 
into separate divisions, which operate on commercial princi¬ 
ples or as separate profit centres. This step is relatively easy to 
accomplish as it does not require any legislative action and 
does not mean shifting or reallocation of the staff. The activi¬ 
ties can be divided into separate divisions based on the func¬ 
tional role, i.e., the generation, transmission, and distribution 
business should operate as separate divisions. It is possible to 
further subdivide the divisions - the generation business can 
be divisionalized based on the nature of the plants, i.e., ther¬ 
mal, hydro, non-conventional, etc., and the distribution 
business can be divisionalized on geographical lines into zones 
of manageable size. 

The divisions should operate as separate profit centres and 
must be provided with full financial autonomy and functional 
independence. The dealings between the divisions should be 
on commercial principles and they should maintain separate 
books of accounts. These steps would identify clearly the 
performance of each of the divisions and highlight to the 
management the need for support, attention, and improvement 
at different places. The process of divisionalization would 
facilitate the eventual unbundling into separate companies. 

The misconception that the reform programme ipso facto 
means either transfer of ownership to the private sector or 
privatization needs to be removed. Privatization is not an 
absolute necessity or mandate of the reform programme. 
Though privatization is one of the important vehicles for 
achieving the objectives, it does not mean that restructuring 
of the sector cannot be achieved without privatization. 

At the same time there are several advantages linked with 
private sector participation in the sector. A private sector 
organization creates hard budget constraints, sets high 
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performance standards^ and depoliticizes the sector. It will 
ensure availability of the much-needed financial resources for 
development of the sector and also bring in skills available in 
the private sector. The Gol has already allowed the participa¬ 
tion of the private sector in generation, transmission, and 
distribution businesses. A number of IPPs have already come 
on line and progress on several others is being made. The 
activity that needs increased penetration of the private sector 
is distribution. 

The various models for private sector participation in 
distribution that can be considered are 
® joint venture 

® outright sale of assets to a private company 
® public offering or flotation 

fia leasing/franchise/long-term concession, etc., of business to 
private sector 

® management contract with private sector 
® subcontracting part of the business or a small area of 
supply to cooperatives 

® assigning a part of the distribution work, namely billing and 
recovery of money, maintenance of meters, and 
maintenance of small supply lines. 

The joint venture model adopted has several advantages 
that are enumerated below. 

« The state government will retain some say in the utility and 
can step in if the utility abandons or fails to perform. This 
is necessary as electricity supply is a public utility service 
and cannot be discontinued at any time. The risk of a 
private sector not performing can also be avoided. In the 
joint venture model, the state entity can be given control of 
the utility in case of non-performance by the private sector. 
■ Political and public perception discourages outright sale, 
lease, or disposal of public sector units. 

* Employees’ opposition to joint venture is less as compared 
to outright sale, lease, or disposal. 

The disadvantages linked with other options are outlined 
below. 

® The staff problem. 

H Difficult to identify the assets to be sold in the absence of 
an inventory. 

® A substantial amount may have to be invested by a private 
person to purchase the assets. 

B Public offering or flotation can be done only for the whole 
corporation, i.e., the successor of the SEB. It cannot be 
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done for any particular division. This option, therefore, 
assumes that the entire successor company will vest with 
one participant. This may not be, therefore, feasible. 

H A long-term lease franchise or a long-term concession will 
also have the same problem as mentioned in the case of an 
outright sale. 

■ The management contract does not give the participant an 
effective control over the employees. 

In the context of the pacing of reforms, the following issues 
are important. 

Experience The reform process in Orissa was initiated more than three 
sharing years ago and since then substantial progress has been 
achieved in establishing the regulatory structure in 
unbundling the SEB and in moving towards privatization. 
There are several states that are likely to follow the Orissa 
model. It is important that the experience gained in Orissa is 
available to these states to ensure that the process is smoother 
and faster than that in Orissa. 

The actual process in each of the states would be influ¬ 
enced by the circumstances in each of the states, the level of 
economic development, the political will, and the path 
adopted for restructuring the sector. 

Confidence building among the management and labour 
In the reorganization of any industry, the issues relating to 
transfer of employees are very delicate and at the same time of 
great significance. It is important to adopt a correct legal and 
pragmatic practical approach to deal with these issues. 

Restructuring is often equated with retrenchment among 
the labour. The labour unions need to be reassured and train¬ 
ing and skills imparted so as to make them more useful in the 
new environment. The engineers often feel that with privatiza¬ 
tion, further expansion of the SEBs would stop and their 
promotion avenues would decline. However, they need to be 
convinced that liberalization would bring in a much-improved 
scenario in terms of job prospects in the private sector and 
better emoluments. 

The new environment will also require the regulated utili¬ 
ties to make several changes in their operations to come up to 
the expectations of the regulatory commission. They have 
limited institutional capacity and skills available to them to 
meet sophisticated data requirements and to successfully 
present their case. Understanding and appreciation of the new 
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Summary 


system will take some time and persuasion to make them 
aware of the benefits that will flow from the process. This will 
ensure the cooperation of the utilities, which will be vital to 
ensure the viability of the reform programme. 

The new regulatory environment will demand new skills 
and expertise, which most managers (mostly engineers) do 
not possess today. Training and upgrading of skills will be one 
of the key issues to be dealt with in the SEBs in the context of 
regulatory reforms. This will ensure that the people do not 
lose motivation and are not made redundant by the new 
environment. Specialized cells dealing with regulatory affairs 
with expertise in technical, economic, legal, and accounting 
fields will need to be set up. 

In this regard, it is important that the terms and conditions 
of service on the transfer should not be in any way less favour¬ 
able than those which have been applicable to them under the 
current structure. Further, all benefits rendered before the 
effective date of transfer should be recognized and the period 
of service should be considered as continuous for the purpose 
of service benefit. 

Research in regulatory issues 

The restructuring exercise will throw up a large number of 
issues which will need insight and research from the perspec¬ 
tive of different stakeholders. These inputs will be required at 
three levels (1) regulatory commissions, (2) regulated utilities, 
and (3) consumers. Debate and analysis of these issues and 
dissemination of information and findings will be important 
to ensure that the process is not hijacked by interest groups 
and that all objectives of the reform programme are achieved 
as envisaged. 

The fields of regulation and regulatory economics are still 
under evolution in India. There are several questions and 
issues that need to be debated and analysed in this context. It 
will be critical to ensure autonomy, accountability, transpar¬ 
ency, expertise, and credibility of the new regulatory regime if 
the process of regulatory reforms is to succeed. Further, a 
clear understanding and working relationship between the 
state government and the SERC and also between the CERC 
and the SERCs will need to be established. 

Though the reform programme has been initiated in many 
states, the pace and the direction are still not clear. Some of 
the states are likely to follow the Orissa example while others 
may set up the regulatory commission under the Electricity 
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Regulatory Commissions Act, 1998. Political will is an issue 
which will play an important role in determining the ultimate 
success of the reform programme. Even where regulatory 
commissions are set up, the pace of reforms, especially the 
tariff rationalization process, will not be easy and is likely to 
extend over several years. 
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Background paper 


The Indian Electricity Act, 1910 

The Indian Electricity Act, 1910 (hereafter, the 1910 Act) 
was passed by the Legislative Council on 18 March 1910 and 
came into force with effect from 1 January 1911. It deals with 
the supply and use of electricity and is applicable to the whole 
of India except the state of Jammu and Kashmir. The 1910 
Act deals with the grant of licences to persons who wish to 
engage in the business of supply or transmission of energy and 
also for approval to non-licensees to undertake transmission, 
supply, and use of energy. The 1910 Act is in five parts. Part I 
deals with the preliminaries including definitions. Part II 
deals with the grant of licences for supply of energy and 
matters related thereto including the performance and func¬ 
tioning of the licensees. Part II A deals with licensing of 
transmission. Part III deals with the supply, transmission, and 
use of energy by non-licensees. Part IV deals with general 
matters including those concerning the use of electricity by 
institutions such as railways, aerodromes, the constitution of 
advisory boards, etc. 

The Electricity (Supply) Act, 1948 

After Independence, the Government of India enacted the 
Electricity (Supply) Act, 1948 (hereafter, the 1948 Act), 
which came into force on 10 September 1948. The 1948 Act 
came into force to provide for the rationalization of the pro¬ 
duction and supply of electricity and for taking measures 
conducive to electrical development. 

The 1948 Act aimed to ensure coordinated development of 
electricity in India on a regional basis. The government felt 
that this was a matter of increasing importance for post-war 
reconstruction and development. Further, it was also felt that 
the absence of a coordinated system, in which generation is 
concentrated in the most efficient units and bulk supply of 
energy centralized under the direction and control of one 
authority, was another reason that was impeding the healthy 
and economical growth of electrical development in the 
country. It was also apparent that if the benefits of electricity 
are to be extended to semi-urban and rural areas in the most 
efficient and economical manner consistent with the needs of 
an entire region, the area of development must transcend the 
geographical limits of a municipality, a cantonment board, or 
a notified area committee, as the case may be. 

It was therefore necessary that the appropriate governments 
should be vested with the necessary legislative powers to link 
together under one control electrical development in contigu¬ 
ous areas by the establishment of what is generally known as 
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the ‘grid system’. It was under these circumstances that the 
1948 Act passed to facilitate the establishment of this system 
in newly licensed areas and to control the operations of existing 
licensees so as to secure fully coordinated development. 

The government felt that it is not possible to legislate for 
this purpose within the framework of the 1910 Act, which was 
conceived for a very different purpose. Thus, on the broad 
lines of the Electricity (Supply) Act, 1926 in force in the 
United Kingdom, an appropriate legislation which will enable 
provincial governments to set up suitable organizations to 
work out ‘grid schemes’ within the territorial limits of the 
province was enacted. 

The 1948 Act is divided into seven chapters and has nine 
schedules. Chapter I deals with the preliminaries including 
definitions. Chapter II deals with the constitution and func¬ 
tions of the CEA (Central Electricity Authority). Chapter III 
deals with the SEBs. Chapter IV deals with the powers and 
duties of the SEBs. Chapter V deals with the working and 
trading, etc., of the SEBs. Chapter VI deals with the SEBs’ 
functions, accounts, and audit. Chapter VII deals with the 
miscellaneous provisions. 

The SEBs came to be established in various states pursuant 
to a mandate contained in Section 5 of the 1948 Act. The 
CEA was constituted to develop sound, adequate, and uni¬ 
form national power policies to coordinate the activities of 
planning agencies in relation to the control and utilization of 
national power resources. 

The Indian Electricity Rules, 1956 

The Indian Electricity Rules, 1956 were issued in the exercise 
of the power under the 1910 Act (Section 37) providing for 
procedural aspects such as obtaining of licences and for 
matters such as the general safety requirements, the general 
conditions relating to the supply and use of electricity and 
matters connected with the electric supply lines, overhead 
lines, electric traction, etc. 

Amendments in the 1910 Act and the 1948 Act 
The 1910 Act and the 1948 Act were amended from time to 
time to take care of the changing circumstances and require¬ 
ments. The principal amendments have been the 1956, 1959, 
and 1991 amendments. 

1956 Amendment 

Section 57 of the 1948 Act was amended. The amended 
Section 57 provided for calculation of licensee’s charges to 
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customers in accordance with the provisions of Schedule VI to 
1948 Act. Schedule VI provided in detail the financial princi¬ 
ples and their application in calculating the licensee’s charges. 
The intention has been to give a reasonable rate of return to 
the licensee but at the same time to ensure that if there is a 
windfall, a substantial part of the excess amount is ploughed 
back to the benefit of the consumers and upgradation of the 
system. 

1959 Amendment 

The 1910 Act was amended to make provisions relating to 
consumer benefits, exercise stricter control over licensees, 
provide for inspection of electric works, and installation of the 
central government. 

1991 Amendment 

In 1991 (pursuant to the liberalized economic policies of the 
government) the 1910 Act and the 1948 Act were amended by 
the introduction of significant changes. These included a 
provision for the grant of supply licence for an enhanced 
period under the 1910 Act (30 + 20 years) and the introduc¬ 
tion of the concept of the generating company as distinct from 
the licensee and the board. The object of these amendments 
was to provide for greater participation of the private sector in 
the generation of electricity and also to make supply licences 
attractive by enhancing the duration of the licences. In the 
meantime the industrial policy was also changed to allow 
private enterprises in generation and distribution of electricity. 
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Annex 2 

Issues to be 
highlighted for 
discussion at 
the 

conference 


Session 1: Regulatory framework 

a How to ensure independence, autonomy, and accountabil¬ 
ity of the regulatory commissions especially since there are 
no precedents and given the fact that the regulatory deci¬ 
sions have wide ranging implications? 

■ Is sufficient expertise available with regulatory commis¬ 
sions to analyse available information? How can they be 
assisted to ensure efficient and reliable functioning? 

■ What would be the role of the government under the new 
regulatory framework and how to ensure that the regulatory 
decisions are not usurped? 

■ With the enactment of the Electricity Regulatory Commis¬ 
sions Act, 1998 the state governments have two options for 
establishing the SERC (state electricity regulatory commis¬ 
sion) - through the Central Act or by enacting a separate 
legislation. The pros and cons of each need to be analysed 
and debated. 

■ What would be the role of the CEA (Central Electricity 
Authority) under the new environment? To what extent 
does the role of CERC (Central Electricity Regulatory 
Commission) overlap with that of the CEA? How to ensure 
that the policies are consistent? 

■ What are the possible areas of overlap between the CERC 
and the SERCs? What happens in case of inconsistency or 
conflict between the CERC and the SERC? 

■ How to minimize delays in regulatory decisions? 

■ What could be a measure of performance of regulatory 
commissions? 


Session 2: Market structure 

■ In the Orissa model, the generation business is not a li¬ 
censed activity as it is supposed to be a competitive busi¬ 
ness. However, as a competitive environment is yet to truly 
emerge in the Indian scenario and most of the regions 
continue to suffer significant shortages, there is a possibility 
of the generators exercising monopoly power. As the power 
purchase costs account for more than 60% of the total 
input costs, an issue which needs to be debated and ana¬ 
lysed is whether the generation business should also be 
under the direct control of regulatory commission. With the 
constitution of CERC, the tariff for central sector plants 
owned by the National Thermal Power Corporation, Na¬ 
tional Hydro Power Corporation, and for the IPPs (inde¬ 
pendent power producers) supplying power to more than 
one state would be regulated. However, other plants with 
almost similar technical and operational characteristics 
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would continue to be outside the purview of any regulatory 
control. 

® What should be the long-term strategy for developing a 
competitive market? What would be the choice for the 
transition phase? 

» What could be the role of RLDCs (regional load despatch 
centres) in promoting short-term economy and emergency 
power exchanges? 

a One of the main concerns of the IPPs is related to the 
inability of the SEBs to pay their dues to the power gener¬ 
ating companies and fuel suppliers. Taking note of this 
problem, the Government of India has proposed the forma¬ 
tion of a new entity, the PTC (Power Trading Corporation) 
to act as an intermediary between the SEBs and the IPPs 
with guarantee through the state funds available with the 
RBI (Reserve Bank of India). Though the formation of the 
PTC is a welcome step, it does not attack the fundamental 
problem of bankruptcy of the SEBs and it is not clear 
whether the proposed PTC will be able to remain finan¬ 
cially viable in the long run. 

® How are grid security and reliability affected by the chang¬ 
ing market scenario? 

■ What should be the role of the system operator under the 
new environment? How will the regional grids be operated 
and economic efficiency in power exchanges ensured? Is 
there a need for an independent system operator? 

Session 3; Tariff setting 

® What are the possible alternatives for SEBs to reduce the 
subsidy and cross-subsidies in the tariff structure? How fast 
can they move? 

® Due to rapid expansion in the number of consumers, most 
SEBs in the country today do not have adequate manage¬ 
ment information systems to cope with the information and 
data requirements of a sophisticated regulatory set up. In 
this context, what is the minimum set of requirements that 
the utility can meet and what is the realistic time frame in 
which the information requirements can be improved? 

® The consumers in India do not have access to information 
and are not organized. Under such circumstances who will 
undertake the responsibility for representing and protecting 
the interest of consumers and how can this be achieved? 

a Even the utilities do not have any experience of the new 
regulatory set-up and would need assistance by way of 
specialized expertise to help them in the formation of 
tariffs, complying with the information requirements, and 
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presenting their case to the regulatory commission. Has 
this issue been given adequate attention and is sufficient 
assistance available with the regulated utilities? 

a With the initiation of the reform programme, it is impor¬ 
tant that different components of the tariff structure are 
separated and information made available to the consumers 
and potential investors. This process will ensure that the 
envisaged divisionalization and corporatization of the SEBs 
take place and will facilitate the introduction of competi¬ 
tion and private participation in the sector. Are the SEBs in 
a position to unbundle their tariff structure and prepare 
accounts on that basis? Do metering arrangements for such 
an arrangement exist? How fast can these be developed? 

■ Is it possible, given the current state of development and 
information level, to a have performance-based rate struc¬ 
ture? What are the possible performance indicators that can 
be considered? 

■ Administrative procedures have a potential to create delays 
and undermine the regulatory decisions. How can these be 
minimized while ensuring that transparency of the process 
and the opportunities for judicial review are not compro¬ 
mised? 

■ Under Schedule VI of the Electricity (Supply) Act, 1948 
the licensees are allowed to earn a return of five per cent 
over the prevailing RBI bank rate at the beginning of the 
financial year. This provision where the return available 
varies from year to year has led to uncertainty in the inves¬ 
tor community. Also if the return available to the generat¬ 
ing companies is assured at 16%, by same rationale, should 
not the return toT&D companies be at least at the same 
level? 

Issues for Session 4: Present and future strategies 

■ What are the lessons from Orissa and how can one ensure 
that the mistakes are not repeated? 

■ What should be the pace of reforms? 

■ What should be the strategy to deal with stranded costs and 
grandfathering effects of past contracts? 

■ How should new PPAs be structured to promote competi¬ 
tion and economy in operation? 

■ What are the issues related to transmission system planning 
and pricing in the changing sectoral scenario? 

■ How should employee-related issues be handled? 

" Training and upgrading of skills at the SEBs is vital to 
ensure that the people do not lose motivation and are not 
made redundant by the new environment. How will this be 
ensured given the fact that SEBs have no money? 
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Power sector 
reform - is 
legislation 
necessary? 


Reform in the state electricity sector cannot be achieved by an 
executive action of the government or the SEB (state electric¬ 
ity board). Legislation duly enacted by the Parliament or the 
state legislature is a necessity. The reasons for this are detailed 
below. 

Electricity is a concurrent subject specified in List III of the 
seventh schedule to the Constitution of India. This means that 
both the Parliament and the state legislatures have the author¬ 
ity to legislate on the subjectj but a Central Act shall prevail 
over a State Act in case of any inconsistency, except where the 
State Act has got the specific assent of the President of India. 
The Electricity (Supply) Act, 1948 is a Central Act. Section 5 
of this Act provides that every state shall have an electricity 
board and Section 18 lays down the functions and duties to 
be performed by the electricity board. The states are bound by 
the above mandate. The restructuring of the SEB, i.e., 
unbundling and corporatization is not possible except by 
enacting a State Act and getting the specific assent of the 
President for the State Act in terms of Article 254 of the 
Constitution. 

The constitution of an independent regulatory commission 
is one of the most essential aspects of reform. To ensure 
proper autonomy to its functions and to protect the members 
from government or executive influence, the regulatory com¬ 
mission should be a statutory body, set up under a legislation 
and not by an executive order by the government. The com¬ 
mission has to be given various powers to regulate the work¬ 
ing of the utilities including the power to grant licences, 
revoke or amend the licences, set standards of performance, 
and take action for defaults or failures. These powers are 
required to be conferred under the statute so that the com¬ 
mission has the legislative backing to discharge its functions. 

Reform involves restructuring of the SEB, unbundling 
various functions of the SEB, corporatization of the functions 
in one or more corporation, transfer of assets, liabilities, and 
personnel from the SEB to corporation(s), and various other 
matters which may be open to challenge by different sections 
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of the society. The restructuring should have legislative sanc¬ 
tion to meet such challenges. A legislative action is generally 
not open to challenge on grounds of mala fide and similar 
other grounds whereas an executive action is. 

Legislation carries with it the backing of the elected repre¬ 
sentative and, therefore, public support. An executive action is 
only an administrative act on the part of the government 
machinery. A legislative action is less interfered with even 
when there is a change in the government, whereas the execu¬ 
tive actions can be undone easily by successive governments 
or even by the same government quite often. 

The confidence of the public at large, the investors, and 
others will be more if the reform has legislative backing as 
compared to an executive act. 


Constitution 
of the state 
electricity 
regulatory 
commission 


Section 17 of the Electricity Regulatory Commissions Act, 
1998 passed by the Parliament empowers the state govern¬ 
ment, by notification in the official gazette, to establish an 
SERC (state electricity regulatory commission). If the state 
government decides to establish an SERC, the commission 
shall be a body corporate consisting of three members includ¬ 
ing the chairperson. 

Subsection (1) of Section 22 provides that the SERC shall 
discharge the functions of determination of the tariff for 
electricity (wholesale, bulk, grid, and retail) and also for the 
use of transmission facility. The SERC will also regulate the 
power purchase and procurement process. 

Subsection (2) of Section 22 empowers the state govern¬ 
ment by notification to confer further functions on the SERC 
as specified in the subsection. These include power to the 
SERC to regulate investments, issue licences for transmission, 
bulk supply, distribution, or retail supply, regulate the work¬ 
ing of the licensees, set standards for the electricity industry 
in the state, etc. 

The provisions of the Electricity Regulatory Commissions 
Act, 1998 in regard to the SERC read as a whole lead to the 
following conclusions. 

■ It is not mandatory for the state government to establish an 
SERC; it is optional. 

■ If the state government decides to establish the SERC, it is 
mandatory that the SERC consist not more than three 
members and the members are selected in a manner pre¬ 
scribed under Section 18. 

■ If the state government decides to establish the SERC, it is 
mandatory that the state commission should have the 
functions of determination of tariff both for supply and 
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transmission of electricity, including wholesale, bulk, grid, 
or retail supply and also the power to regulate power pur¬ 
chase and procurement process. It is, however, not manda¬ 
tory that the SERC should be given other powers. 

® The state government may decide to give such of the other 
powers as specified in subsection (2) of Section 22. 

In view of this, if the state government exercises the option 
to establish an SERC by notification under the above Act, the 
state government will equally have the power to withdraw the 
notification and abandon the SERC at any time. In other 
words, the state government can by an executive order of 
publishing a notification in the official gazette withdraw the 
powers of the commission. This strikes at the root of the 
necessity to establish an independent regulatory commission. 
The state government as an executive can at its discretion 
interfere with the working of the regulatory commission. 
Section 39 of the above Act provides as under. 

In the discharge of its functions, the State Commission 
shall be guided by such directions in matters of policy 
involving public interest as the State Government may 
give to it in writing. 

If any question arises as to whether any such direc¬ 
tion relates to a matter of policy involving public inter¬ 
est, the decision of the State Govermnent thereon shall 
be final. 

The power under Section 39 to give directions also makes a 
serious inroad in the independence of the regulatory commis¬ 
sion. The state government can give directions as policy 
directives and if there is a dispute about the direction, the 
decision of the state government shall be final. 

These are two important factors that show the establish¬ 
ment of the SERC under the Electricity Regulatory Commis¬ 
sions Act, 1998 will not be a satisfactory measure as it affects 
the very independence of the regulatory commission. The 
duration for which the SERC may exist also becomes precari¬ 
ous. If the working of the SERC is not to the liking of the 
state government, the state government may dissolve the state 
commission. Any change in the political leadership may also 
lead to dissolution of the SERC or curtailing of its powers. 

The power sector reform requires the setting up of a 
regulatory commission with proper independence from the 
state government and its continued existence without 
interference. The state government should be distanced from 
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the regulatory aspects as well as from the working of the 
utilities. Unfortunately, the Electricity Regulatory Commis¬ 
sions Act, 1998 (which provides for an option to the state 
government in regard to the SERC and also gives power to 
the state government to issue directions) completely erodes 
such independence required for proper functioning of the 
commission. 

In addition to the above, the Central Act does not enable 
the restructuring of electricity industry in the states. If the 
electricity industry is not restructured many of the provisions 
of Section 22 cannot be implemented effectively. In terms of 
the provisions of the Indian Electricity Act, 1910 and the 
Electricity (Supply) Act, 1948, the SEB is not a licensee. The 
issue will arise whether the SERC can exercise the power to 
regulate the working of the SEB. 

If the SERC constituted under the Central Act cannot be 
conferred the power to regulate the SEB, the power to deter¬ 
mine tariff only (without a corresponding power to regulate) 
will not be a complete power. The effective determination of 
tariff should include the power to regulate the working of the 
utilities and provide the incentives, penalties, etc., based on 
the performance/non-performance. 

Even if under the notification issued by the state govern¬ 
ment under the Central Act, the SEB can be legally brought 
under the regulatory control of the SERC, extensive amend¬ 
ments of the Electricity (Supply) Act, 1948 will be necessary. 
This will mean interpretation of the following four pieces of 
legislation/subsidiary legislation. 

1 Indian Electricity Act, 1910 

2 Electricity (Supply) Act, 1948 

3 Electricity Regulatory Commissions Act, 1998 

4 Notification to be issued by the state government under 
sub clause (2) of Clause 22 of the Central Ordinance 


The conflicts between the above four have to be resolved 
including the questions as to how far a notification issued 
under the Central Act supersedes the provisions of the Elec¬ 
tricity (Supply) Act, 1948. The differences may involve the 
implementation of the provisions in a long-drawn litigation 
and defeat the whole purpose, 

The state cannot deviate from the provisions of the above 
Act and will have to accept the provisions of the Act in total if 
the SERC is established under the above Act. 

Besides other considerations, it is important that the state 
government should take the initiative and own up the reform. 
Establishing the SERC under the Central Act will be taken as 
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if the state government is following the dictates of the central 
government. If the reform has to succeed, the state legislature 
should have the pride of moving the reform. What is impor¬ 
tant is not the wording of the sections and expressions used, 
but a clear intent to reform. This intent is best manifested 
when the state government proposes the bill, discusses it in 
the state legislature, and passes it by the requisite majority in 
the house. 
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Power sector restructuring has received enormous attention 
during the last three years. The formation of an independent 
regulatory commission has been the cornerstone of the re¬ 
structuring exercise. Despite the resistance of political groups, 
bureaucracy, and various sectors of society to any institutional 
change, there has been remarkable progress in the establish¬ 
ment of electricity regulatory commissions. Orissa took the 
lead in establishing a commission on 1 August 1996, and was 
followed recently by the setting up of the CERC (Central 
Electricity Regulatory Commission) and the Haryana Elec¬ 
tricity Regulatory Commission. Before the end of 1998/99, 
the Government of India expects to have nearly 10 state 
commissions in place. 

The establishment of an independent regulatory commis¬ 
sion, functional unbundling, and the break-up of vertically- 
integrated SEBs (state electricity boards) have been at the 
core of the reform programme. The terminal illness of the 
SEBs has precipitated the need for urgent reform to rebuild 
the electricity industry which can be efficient, attract private 
capital, protect consumers, and advance the goals of public 
policy. The government, not in a position to provide funds, 
has decided to explore avenues for participation of private 
sector entrepreneurs in the electricity industry. While faced 
with the failure to provide funds and sustain the utility, the 
government cannot simply withdraw from ownership and 
management and leave the industry to the vagaries of the 
market. Instead, it is obliged to make alternative arrange¬ 
ments to maintain an improved system, to meet the growing 
demand of electricity, and to provide safe, reliable, and eco¬ 
nomic power supply. It is, however, difficult to develop a 
regulatory framework that is capable of providing both stabil¬ 
ity and responsiveness to changing circumstances. An appro¬ 
priate regulatory framework depends on what purposes are 
sought to be achieved and how much change can be effected 
in a given situation. The government needs to be sensitive 
about things that can go wrong with the process. It can lose 
sight of the difference between form and substance. The 



105 Basic issues of regulation in the Indian power sector 


government needs to have a clear perception of the goals of 
reform and accordingly design a regulatory framework which 
can achieve these goals while providing adequate support for 
the restructuring and reorientation of the utility during the 
transitional period. In the Indian context, the goals may be 
exemplified with reference to the OERC (Orissa Electricity 
Regulatory Commission) as this is characteristic of the reform 
perspective in the states and the centre. 

The objectives as incorporated in the preamble of the 
Orissa Electricity Reform Act, 1995 are as follows. 


An Act to provide for the restructuring of the electricity 
industry for the rationalization of the generation, 
transmission, distribution and supply of electricity. For 
avenues for participation of private sector entrepreneurs 
in the electricity industry and generally for taking 
measures conducive to the development and manage¬ 
ment of the electricity industry in the state in an effi¬ 
cient, economic and competitive manner including the 
constitution of an Electricity Regulatory Commission for 
the state and for matters connected therewith or inciden¬ 
tal thereto. 


The objectives in the Electricity Regulatory Commissions 
Act, 1998 are as follows. 

An Act to provide for the establishment of a Central 
Electricity Regulatory Commission and State Electricity 
Regulatory Commissions, rationalization of electricity 
tariff, transparent policies regarding subsidies, promotion 
of efficient and environmentally benign policies and 
matters connected therewith or incidental thereto. 


There is a need to look behind the stated objectives to 
understand that the main rationale for reform is to address 
serious financial problems, technical inefficiencies, and loom¬ 
ing power shortages. It is of interest to note the difference in 
the objectives and functions as incorporated in the Orissa Act 
and the Central Act. The Orissa Act explicitly provides for 
restructuring of the electricity industry. The Central Act is 
silent on this aspect and focuses on rationalization of tariti. 
While the Central Act does not expressly envisage restructur¬ 
ing of the industry, the Orissa Act is silent on environmenta 
commitments. Further, the Orissa Act provides for limited 
commitment with regard to ‘the interest of consumers as *is 
stipulation occurs (Section 26 [2] of the Act) only with regard 
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to the determination of tariff, whereas the state commissions 
under the Central Act may be mandated to ensure a fair deal 
to the customers while promoting competitiveness and mak¬ 
ing avenues for participation of the private sector in the 
electricity industry (vide Section 22[2] [b] of the Act). 

Obfuscation in spelling out the goals results in the ambiva¬ 
lent attitude of government functionaries who write the rules 
of the game and who are supposed to provide the support and 
facilitation for the new institution to take root and function in 
a meaningful way. Lack of clear and unambiguous objectives 
leaves much scope for the commissions to have their own 
interpretation of the aims and objectives. 

The commission can be viewed differently by different 
authorities and interest groups, and the regulatory framework 
can vary from state to state on important issues. The decisions 
of the commission can cause frequent litigation if the objec¬ 
tives and functions are not clearly spelt out. The Government 
of India may look to the commissions only for fixing cost- 
based tariff without political and social pressures. The World 
Bank and the consultants may tend to view regulation only as 
an economic and technical question, and the state government 
may view it merely as an unavoidable institution to attract 
funds from the World Bank, other multilateral funding agen¬ 
cies, and private investors. The government has genuine 
difficulty in selling a comprehensive reform programme to the 
people who have long been used to state funding and state 
assistance for provision of essential services and public goods, 
including electricity. Hence, it is understandable that restruc¬ 
turing and privatization needs are to be understated in the 
reform programme. But as indicated earlier, unclear objectives 
are likely to result in designing an inappropriate regulation. 

Having taken steps in the right direction for a liberalized 
and pragmatic policy in the best interests of economic devel¬ 
opment and the public, the government has to build a legally 
good, morally enforceable, and independent regulatory frame¬ 
work that ensures public accountability and rational decision¬ 
making. Regulation obviously cannot be just an economic and 
technical question, it is a political and social issue as well. Any 
regulatory framework which does not take into account the 
impact of its interface with the political executives, the civil 
service, the operators in the government and private sectors, 
the employees of the SEBs and government companies, and 
the various sectors of consumers, will be unable to function 
smoothly and achieve its objectives. The choice of market 
structure in a reformed power sector must reflect current 
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technical, political, and social realities as well as long-term 
aspirations of the industry. 

The National Economic Research Associates has identified 
a comprehensive set of criteria, outlined below, against which 
the restructuring model may be measured. 

• Commercial viability 
® Financial viability 
® Efficiency 

® Optimization of the system 
® Operational feasibility 
® Legal feasibility 
® Reduction in corruption 
® Consumer protection 
® Acceptability to stakeholders 

This set of criteria is equally applicable in Orissa and 
Haryana, and is also likely to be suitable for other states. 

It is necessary to emphasize that restructuring is a unique 
experience. The model of one country cannot be routinely 
replicated in another. The temptation to heavily depend on 
international experiences, particularly those of the US and the 
UK, should be avoided in restructuring and regulation even 
though the best practices of these countries may be adopted. 
Many talk glibly of deregulation, customer choice, and 
unbundling of distribution and supply in the light of experi¬ 
ments in the UK and the US. This may be inappropriate in 
the context of the current social, economic, and industrial 
situation in India. 

The industry is swinging between stable state ownership 
and complete laissez-faire, pointing to the need for the crea¬ 
tion of a regulatory equilibrium. The command and control 
regime of state ownership obviously provides imperfect regu¬ 
lation where rates are set by the government with disastrous 
consequences on the industry. It will be even more disastrous 
to go to the other extreme of an imperfect market. The US 
which has been enjoying/experiencing regulatory equilibrium 
for decades is now witnessing a movement to the right. We 
cannot afford to rely on current US experience and experi¬ 
ment with it in the Indian context. Competition acts as a 
force for innovation, productivity, and progress. It is not, 
however, the objective in itself. The objective is finding the 
most effective route to the desired result - an equitable soci¬ 
ety, more efficient allocation of economic resources, and a 
more productive Indian electrical system. At this point of 
economic history in India, our limited objective should be to 
arrive at a regulatory equilibrium. 
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As the electricity industry in India has to be transformed to 
take advantage of globalization in terms of technology, funds, 
and competition, the regulatory commissions will have to play a 
crucial role and be designed and equipped accordingly. The 
legislation should provide for the establishment of the com¬ 
mission, mechanism of tariff fixation, supervision and control of 
quality of service, method and manner of enforcement of 
obligation of utilities, and dispute resolution mechanism. As 
observed byT L Sankar, Principal, Administrative Staff 
College of India, it is advisable to carry out the restructuring 
with an authorization under a legislation so that the challenge 
to various aspects of restructuring is minimized. 

Tariff is only the tip of the iceberg and hence a commission 
entrusted only with tariff fixation will be unable to achieve 
the goals of transforming the industry to an economic and 
efficient entity. The commission must have the powers to issue 
licences and monitor performance in all aspects, albeit in a 
hands-off and quasi-judicial manner. While the OERC has 
been given significant powers, some states plan to entrust the 
commission with the task of tariff fixation only, with the 
licensing power to be given at the discretion of the state 
government. This half-hearted approach to reform is not 
likely to succeed. To quote Bernard Tenebaum, formerly of 
the US Federal Energy Regulatory Commission, ‘Power 
sector reform will succeed only when governments reform 
both the sector and the way it is regulated.’ He lists the 
following as the prime responsibilities of the electricity 
regulator. 

■ Issue and enforce licences and concessions 

■ Set prices when there is no competition 
Monitor financial viability of operators 

■ Set service standards and monitor compliance 

■ Arbitrate disputes between operators 

■ Arbitrate disputes between operators and consumers 
Provide information and advice to the ministry 
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This has been accepted in principle but there are deeply 
entrenched vested interests, archaic rules, and lack of under¬ 
standing and commitment in the governmental 
machinery which, unless tackled, will erode the credibility of 
the commission and hamper it from acting without fear and 
favour. The selection process of the commissioners, the terms 
of appointment, and their accountability, etc., have been more 
or less taken into account in the laws passed so far. But one or 
two soft points may be dealt with here. In the CERC, the 
CEA (Central Electricity Authority) chairman, who is a part 
of the government, has been included as an ex officio mem¬ 
ber. In the Rajasthan Bill, the commissioner’s term is three 
years with eligibility for reappointment. This is likely to 
impinge on the objectivity of the members as there may be 
temptation to ingratiate the government or conversely, hesita¬ 
tion to take a decision unpalatable to the government. 

While governments have the power to issue policy direc¬ 
tives, the law must specify that such policy directives must be 
consistent with the aims, objectives, and provisions of the Act. 
Disputes between the government and the commission are 
referable to the CERC in case of the Karnataka Bill, and 
retired judges in case of the Rajasthan and Andhra Pradesh 
Bills. Such a provision is apparently an improvement on the 
Orissa Act. 

Important issues affecting the independence of the commis¬ 
sion are funding, staffing, accounting, and administrative 
interface with the state government. Merely providing for the 
expenditure to be charged to the consolidated fund of the 
state does not confer financial autonomy. This only precludes 
legislators from voting on the budget of the commission. But 
the control of the administrative ministry and finance depart¬ 
ment of the state government may seriously affect the au¬ 
tonomy and efficiency of the commission. It needs no 
emphasis that the government can effectively control the 
commission through allotment of funds, issue of sanction 
orders, procedures for spending, drawing of bills, accounting 
and auditing, etc. The commission should be given the 
autonomy to adopt its own procedure for expenditure, 
accounting, and audit within the overall funds allotted to it 
for the year. It should be directly accountable to the Account¬ 
ant General in financial discipline and not be fettered by 
executive interference once the funds are allotted. 

Transparency has to be the hallmark of regulatory proce¬ 
dure and decision-making. The methodology adopted by the 
OERC consists of the following. 

a Elaborate regulations have been notified on conduct of its 
business proceedings. 
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■ Hearings are open to all. 

■ Proceeding on important issues such as licence, tariff 
fixation, tariff amendments, etc., are advertised in newspa¬ 
pers. 

■ Decisions are taken collectively by the three commissioners. 

■ Access is allowed to all interested persons to the proce¬ 
dures, orders, decisions, and policies. 


Accountability holds public officials responsible for deliver¬ 
ing particular outputs. The measures adopted by the OERC 
for its own accountability are as follows. 

■ All orders are passed in writing with elaborate reasoning. 

■ Certified copies of orders are issued to enable affected 
parties to file appeals in the high court. 

■ An annual report of activities is submitted to the govern¬ 
ment for placing in the legislature. 


The regulatory commission can be effective and acceptable 
only by enlisting participation of stakeholders and the public. 
Steps taken by the OERC in this direction are as follows. 

■ A CAC (Central Advisory Committee) with representation 
from all sectors of stakeholders including those from indus¬ 
try, consumers’ representatives, and employees of utilities 
has been formed. 

■ The CAC meets once in three months with the agenda 
circulated in advance. 

The CAC is consulted on important issues such as fixation 
of tariff, consumer service, and performance standards. 
Consultation papers are issued and views solicited on 
important issues such as tariff. 

In the formal hearings, intervention and participation is 
allowed to interested parties. 

■ Seminars, meetings, and informal hearings are held to 
obtain views of stakeholders and professionals. 
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and price cap which has been adopted in the UK. But regula¬ 
tors also adopt a mixed formula or an ad hoc method. Each 
formula has its advantages as well as drawbacks. Investors 
want certainty and high profits. The government wants the 
utility to aid the expansion of economy, and also wants it to 
charge the lowest price possible. Customers want the best 
possible service for the lowest possible price. The regulator 
has to balance these pressures mainly through tariff regula¬ 
tion. 

Under the Electricity (Supply) Act, 1948, the licensees 
were obliged to determine the tariff for supply strictly in 
accordance with the Sixth Schedule which provided that the 
charges for sale of electricity should be so determined that 
clear profit shall not exceed the amount of reasonable return 
which was pegged approximately at five per cent over the bank 
rate. The Sixth Schedule gives a precise and elaborate method 
of calculating capital cost, clear profit, and reasonable return. 
The Orissa Act authorizes the commission to depart from any 
of the factors specified in the Sixth Schedule. The Central Act 
stipulates that the Sixth Schedule shall be one of the factors 
to guide the state commission in fixing tariff for supply of 
electricity. 

The rate of return formula ingrained in the Sixth Schedule 
assures a reasonable return to investors and hence is comfort¬ 
ing to them. But the formula as such cannot be acceptable to 
consumers as it does not give a guarantee even for a basic 
level of service. If the formula is applied without any 
conditionality, the cost of inefficiency has to be passed on to 
the consumers; efficient operators can have no incentive; and 
special appropriation provision has been kept in the discre¬ 
tionary realm. , o i 

In keeping with the reform agenda, the Sixth Schedule or 

any mechanical formula is no more mandatory. The rate of 
return calculation can only be a benchmark for the regulators 
to determine tariff. It is necessary to adopt a mixed approach 
combining the features from the rate of return, price cap, and 
performance-based mechanism. The OERC has adopted the 
mixed approach of combining targeted incentives wit ^ ^ 
rate of return regulation. In the regulatory design adopted by 
the OERC, tariff has been determined within the rate ot 
return bandwidth to motivate the licensee to reduce cost, 
improve consumer service, and reduce transmission and 
distribution losses. It appears that though the cotnmission has 
not been able to provide an incentive due to the absence ot 
adequate profit, it has given enough of a signal in this 
direction. The tariff guideline for the state commissions as 
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incorporated in Section 29(c) of the Electricity Regulatory 
Commissions Act, 1998 includes the desirable factors such as 
tariff reflecting cost of supply, improving level of efficiency, 
economic use of resources, etc. 

Flexibility provided to the commissions in the reform 
legislation of the centre and the states in tariff determination 
will enable them to evolve appropriate tariff design for the 
licence in a pragmatic manner balancing the interests of all 
stakeholders. As the commission will have to function with 
independence and transparency, the investors should have no 
apprehension. The OERC has enhanced transparency by wide 
consultation and the issuance of a tariff policy paper to deal 
with issues that were raised by various stakeholders and 
professionals. The policy paper is to be revised at reasonable 
intervals. In the restructured and reformed environment, 
regulation should focus on process and quality of decision¬ 
making rather than on mechanical application of formulas. 
Regardless of which criterion is selected, what is really impor¬ 
tant is that the rate system should be based on technical 
concepts to make it impervious to political manipulation. 
Prices can be based on marginal costs or standard costs. In 
Chile, the choice was marginal costs for generation, standard 
costs for distribution, and a mix of marginal and standard 
costs for transmission wheeling charges. The regulator in India 
has to adopt an appropriate pricing mechanism. 

It is considered relevant to deal with two important issues 
that will have considerable impact on implementation of tariff 
regulation. 

The first is the commitment, objectivity, and professional 
competence of the regulators. Proper selection, desirable 
terms of appointment, proper orientation, and training for 
regulatory commissioners need more than a routine approach 
due to three main reasons. 

I Absence of similar institutions and relevant precedents 
Inbuilt resistance of the bureaucracy to part with discre- 
tionary powers in favour of regulators 
3 Likely indifference of state governments to provide ad¬ 
equate support and autonomy to regulators 


Pnnrtmn f ^ . lu quoie uavid Matin 

Roodman from his treatise The NaturalWealth of Nations 


Pciv public policies are as unpopular in theory and 
popular in practice as subsidies. The very word can 
make economists shudder and tax payers fume, turn the 
poor into cynics and enrage environmentalists. 
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Subsidies have been an integral part of tariff setting in the 
electricity sector. Reforms cannot wish away this element. 
During the transitional period^ till the government-owned 
utilities are able to realize cost and reasonable returns, the 
government will have to provide subsidies for the poor; 
specific sectors in keeping with the financial, industrial, and 
agricultural policies; and other public purposes such as 
maintenance and extension of electricity in rural areas. The 
commission is required to set tariffs for various categories, 
mainly on cost of supply. While doing so, it may be expected 
to accommodate some cross-subsidy as long as it does not 
impinge on equity and undue discrimination. But if any 
particular category of consumers has to be charged less than 
the cost of supply due to public policy considerations, the 
state must provide funds to the service provider if it cannot 
adopt the more economically desirable method of giving 
direct subsidy to the targeted consumer group. If the state 
does not make the funds available on time, the credibility of 
the regulatory commission will be eroded and the utility’s 
financial health would be adversely affected. It will be neces¬ 
sary to phase out subsidy in a gradual manner. An unambigu¬ 
ous approach by the state with regard to subsidy is essential 
for purposeful tariff regulation. 

While an appropriate regulatory framework can be crafted 
by taking into account the key factors indicated above, the 
success of regulators in achieving the objectives of public 
policy will depend on genuine support from the government, 
quality of decisions of the regulators, and public awareness. 
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An understanding and study of international energy regulatory 
issues is important in view of the convergence of global energy 
markets and multinational business transactions. As India 
proceeds with the introduction of independent regulation of 
its energy industries, the sharing of information between 
nations becomes particularly meaningful. 

As in India, the regulation of energy industries in the 
United States is undergoing profound changes. These changes 
can be characterized primarily by the restructuring of electric 
and natural gas utilities and the emergence of competition in 
the bulk power and gas transportation markets. 

In the US, FERC (Federal Energy Regulatory Commission) is 
an independent regulatory agency that (1) regulates the 
transmission and sale for resale of natural gas in interstate 
commerce^ (2) regulates the transmission of oil by pipeline in 
interstate commerce; (3) regulates the transmission and 
wholesale sales of electricity in interstate commerce; 

(4) licenses and inspects private, municipal, and state hydro¬ 
electric projects; (5) oversees related environmental matters; 
and (6) administers accounting and financial reporting regu¬ 
lations of jurisdictional companies. 

FERC was created by the Department of Energy Organiza¬ 
tion Act on 1 October 1977 to replace the Federal Power 
Commission, which had operated since the 1930s. FERC 
comprises five commissioners who serve staggered five-year 
terms. Commissioners are appointed by the president and 
confirmed by the US Senate. No more than three commis¬ 
sioners belong to the same political party. The president 
designates one of the commissioners as the chairman, who 
serves as the commission’s administrative head. Each 
commissioner, including the chairman, has one vote on all 
regulatory matters before the commission. A simple majority 
of three commissioners is necessary for a decision by the 
commission. 

iMost of the commission’s legal authority comes from 
the Federal Power Act of 1935, the Natural Gas Act of 1938, 
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the Natural Gas Policy Act of 1978, the Public Utility 
Regulatory Policies Act of 1978, and the Interstate 
Commerce Act. 


Developments 
In the electric 
industry 


Electric utilities have been regulated by federal and state 
governments since the early 1930s, when legislation was 
enacted to end the abuse of large, powerful trusts which 
controlled the nation’s electric distribution networks. In 1935, 
the Congress enacted the PUHCA (Public Utility Holding 
Company Act) and the Federal Power Act, which among other 
things, empowered the federal government to regulate the 
transmission of electric energy in interstate commerce and 
wholesale sale of electric energy. 

As a result of the Federal Power Act and the PUHCA, 
electric utilities became self-sufficient, vertically-integrated 
companies that owned and controlled their own generation, 
transmission, and distribution systems. Since then, the activi¬ 
ties of these electric utilities have been carefully regulated by 
state and federal governments. 

Throughout the 1950s and 1960s, the electric utility indus¬ 
try operated efficiently and productively as a regulated mo¬ 
nopoly. This was because electric utilities enjoyed a relatively 
stable operating environment characterized by declining 
operating and production costs and increasing profits, signifi¬ 
cant technological improvements, and steady fuel prices. 
Customer demand for electricity increased at a steady rate 
resulting in the construction of new power plants at an un¬ 
precedented rate, spurred in part by low capital costs and a 
favourable regulatory environment. 

However, all this changed dramatically in 1973, when the 
Arab oil-producing nations imposed a ban on oil exports to 
the US. Oil prices increased significantly, followed soon by 
higher prices for natural gas and coal. The high prices for 
these fuels caused electricity rates for consumers to rise 
abruptly. Between 1970 and 1985, the average residential 
electricity prices increased by 25% and rates for industrial 
customers increased by 86%, after adjusting for inflation. 
Demand for electricity plummeted and public concerns and 
awareness of energy issues increased. This permanent shift in 
the electric industry set the stage for a gradual move towards 
a more competitive market for electricity. 

These circumstances served as a catalyst for the adoption 
of the National Energy Act of 1978 by the Congress. The Act 
was intended to reduce the nation’s dependence on foreign oil 
and its vulnerability to interruptions in energy supply, and 
develop renewable and alternative energy sources. 
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The centrepiece of the National Energy Act was PURPA 
(Public Utility Regulatory Policies Act). PURPA was designed 
to encourage the efficient use of fossil fuels in electric power 
generation and the use of renewable resources through small 
power producers. 

As a further step towards a competitive electricity genera¬ 
tion market, the Congress passed EPACT or the Energy 
Policy Act of 1992, which substantially reformed the PUHCA 
and made it easier for non-utility generators to enter the 
wholesale energy market. EPACT also created a new type of 
power producers called EWGs (exempt wholesale generators). 
The new law facilitated the entry of EWGs into the electricity 
market by exempting them from many constraints and restric¬ 
tions. The law also gave the FERC the authority to order 
utilities to provide EWGs access to the utilities’ transmission 
system. 

In April 1996, there was a move towards a competitive 
wholesale power market, when the FERC issued major rule- 
makings known as Order No. 888 and Order No. 889. These 
important and far-reaching rules are intended to remove 
impediments to competition in the wholesale bulk power 
market and bring more efficient and lower cost power to 
customers. FERC required all public utilities that own, con¬ 
trol, or operate facilities used for transmitting electric energy 
in interstate commerce to file non-discriminatory open-access 
transmission tariffs containing minimum terms and condi¬ 
tions of transmission service. Furthermore, Order No. 888 
required utilities to separate their generation and wholesale 
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it would decide whether other mechanisms should be re¬ 
quired. One such mechanism would be the implementation of 
ISO (independent system operators) or other types of RTOs 
(regional transmission organizations). The RTOs, including 
ISOs, are independent companies that would operate electric 
transmission networks so as to allow open and equal access to 
all electricity buyers and sellers. The RTOs will perform 
duties that have traditionally been performed by utilities and 
will be responsible for system reliability and security. Other 
functions of the RTO will include managing transmission 
congestion, administering transmission and ancillary 
pricing, and making information about transmission publicly 
available. 

The commission has identified three different types of 
RTOs. These include non-profit ISOs and for-profit transmis¬ 
sion companies called ‘transcos’ or ‘gridcos’. Transcos are 
independent, for-profit organizations that own and operate a 
regional transmission grid. Gridcos are independent, for- 
profit organizations that own, but do not operate, a regional 
transmission grid. The ISOs operate, but do not own, a re¬ 
gional transmission grid. 

FERC also recognized (in Order No. 888) the importance 
of fair and non-discriminatory access to transmission 
services. The commission stated in the order that TSOs have 
great potential to assist us and the industry to help provide 
regional efficiencies, to facilitate economically efficient pric¬ 
ing, and, especially in the context of power pools, to remedy 
undue discrimination and mitigate market power’. However, it 
was stressed that US policies regarding ISOs would be devel¬ 
oped over time and such an investigation is going on. In late 
1998, the commission initiated a proceeding to develop a 
proposed rule-making on RTOs. In this proceeding, the 
commission will consider whether the goals of full competi¬ 
tion and non-discriminatory access can be achieved in the 
absence of broad participation by transmission-owning elec¬ 
tric utilities in RTOs. 

Instituting RTOs should prove to be a complicated endeav¬ 
our for the commission. It is absolutely crucial to handle this 
issue with extreme care and consideration. The transmission 
system that exists in the US today was never intended to be 
an efficient and coordinated nationwide grid. It was built over 
many decades by many individual electric utilities, both 
public and private, for the sole purpose of serving the needs 
of their specific customers. To make their transmission sys¬ 
tems more secure and reliable, the utilities established a 
limited number of interconnections with neighbouring 
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utilities. These interconnections were not built for the purpose 
of widespread commerce of electricity, but for sharing eco¬ 
nomic and emergency power among non-competing utility 
systems. The US is now trying to turn the present fragmented 
and territorial transmission systems into a single, efficient, 
inter-regional transmission grid, which will, obviously, not be 
a simple task. 

In Order No. 888, FERC states the importance of regional 
grid management by establishing 11 guiding principles to 
assist in the formation of ISOs. These principles will possibly 
be used by the commission in evaluating all regional transmis¬ 
sion organizations, not just ISOs. 

1 The ISO’s governance should be structured in a fair and 
non-discriminatory manner. 

2 An ISO and its employees should have no financial inter¬ 
est in the economic performance of any power market 
participant. An ISO should adopt and enforce strict 
conflict-of-interest standards. 

3 An ISO should provide open access to the transmission 
system and all services under its control at ‘non-pancaked’ 
rates pursuant to a single, unbundled, grid-wide tariff that 
is applicable to all eligible users in a non-discriminatory 
manner. 

4 An ISO should have the primary responsibility of ensuring 
short-term reliability of grid operations. Its role in this 
responsibility should be well-defined and comply with 
applicable standards set by the North American Electric 
Reliability Council and the regional reliability councils. 

5 An ISO should have control over the operation of inter¬ 
connected transmission facilities within its region. 

6 An ISO should identify constraints on the system and be 
able to take operational actions to relieve those constraints 
within the trading rules established by the governing body. 
These rules should promote efficient trading. 

7 The ISO should have appropriate incentives for efficient 
management and administration and should procure 
services needed for such management and administration 
in an open and competitive market. 

8 An ISO’s pricing policies for transmission and ancillary 
services should promote efficient use and investment in 
generation, transmission, and consumption. An ISO or a 
regional transmission group of which the ISO is a member 
should conduct such studies as may be necessary to iden¬ 
tify operational problems or appropriate expansions. 

An ISO should make information regarding transmission 
systems publicly available on a timely basis via an 
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electronic information network consistent with the com¬ 
mission’s requirements. 

10 An ISO should develop mechanisms to coordinate with 
neighbouring control areas. 

11 An ISO should establish an alternative dispute resolution 
process to resolve disputes in the first instance. 

The commission established these principles, in part, to 
give the electric industry some guidance on the formation of 
ISOs. The ISO’s operating standards and procedures must be 
approved by the commission as it will be a public utility, 
subject to the jurisdiction of FERC.To date, the commission 
has approved five ISOs throughout the US. These include 

(1) the Pennsylvania-New Jersey—Maryland Interconnection, 

(2) the California ISO, (3) the New England ISO, (4) the 
New York ISO, and (5) the Midwest ISO. There have also 
been reports from industry participants that negotiations are 
under way in several regions of the country for the formation 
of independent transmission companies or transcos. 

This year, the commission will carefully consider all advice 
and suggestions from the electric utility industry, electric 
market participants, state utility commissions, and others. 

This will help resolve many issues including (1) whether the 
commission should consider dividing the country into re¬ 
gional districts for the development of independent RTOsj 

(2) what the most important purposes for having an RTO are; 

(3) whether there are minimum characteristics that an RTO 
must have and functions that an RTO must perform to attain 
real benefits; and (4) what the appropriate role of state com¬ 
missions should be in the formation, governance, and regula¬ 
tion of RTOs. 

The most important event of the commission’s fact-finding 
process will take place when the first of several consultation 
meetings with state regulatory commissioners are held. The 
purpose of these meetings will be to hear the views of the 
state commissions on the need for RTOs, the role of the states 
in RTO formation, and the criteria for establishing geographic 
boundaries for RTOs. This consultation process between 
federal and state regulators is a very important part of the 
overall process in the US. 

Federal and state regulators in the US have very distinct 
roles and jurisdictions. However, the fact that the federal and 
state regulators are regulating the same industries makes it 
extremely important that they cooperate with one another to 
the extent practical. This cooperation is more important now 
than it has ever been. As restructuring of the electric industry 
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Conclusion 


is taking piace^ utilities and other market participants need to 
know which regulator has jurisdiction over which facilities 
and services in order to meet state and federal regulations and 
filing requirements. Historically, state commissions have had 
jurisdiction over the siting and certification of electric trans¬ 
mission, distribution, and generation facilities. State commis¬ 
sions also regulate utility services and establish rates for 
end-use retail customers. FERC, on the other hand, regulates 
transmission and wholesale sales in interstate commerce. The 
FERC establishes wholesale rates that utilities can charge 
each other and other participants in the wholesale electric 
market for bulk power sales. 

Cooperation and coordination is important between the 
utility and the federal regulators. When the lines between 
federal and state jurisdiction become blurred, as they often 
do, such cooperation should, in most instances, facilitate the 
resolution of these conflicts. 

The electric industry in the US has proceeded from a tightly 
regulated monopoly structure to one with more reliance on 
competitive market forces. This evolution has been challeng¬ 
ing for energy regulators and the industry alike. However, 
these developments are still in full play and, in the foreseeable 
future, FERC will be spending much time and effort on 
defining the path energy that utilities in the US will take. 

The new regulatory effort currently under way in India will 
initially be on a somewhat undefined path. But the rewards 
will most likely be in the form of efficient and competitive 
energy industries and markets and energy consumers receiv¬ 
ing reliable and reasonably priced energy services. 
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itroduction 


The liberalization initiatives of the Government of India in 
1991 marked a shift from reliance on government investments 
to dependence on the private sector in various areas of 
economic and industrial activity. In step with this, policy 
pronouncements were made inviting the private sector into 
the field of power generation. Correspondingly, government 
support for the development and expansion of the power 
generation capacity reduced substantially. 

To analyse the various issues that the industry faces during 
the period of transition to a liberalized environment, it would 
be necessary to understand (1) the structure and dynamics of 
interplay of various constituents of the sector prior to liberali¬ 
zation, (2) present status, and (3) the objectives. 

The following provides a brief outline of the important 
characteristics of the structure as it prevailed prior to the 
initiatives of liberalization. To a great extent, it remains the 
same even now. 

® More than 95% of the industry was controlled by organiza¬ 
tions in the government sector. The role of the private/ 
professional sector in the industry was limited to about five 
per cent in generation and about three per cent in distribu¬ 
tion and supply. 

® Even within the government sector, about 25% of the 
generation aspect of the industry was under the control of 
the corporate sector and the rest under the aegis of the 
SEBs (state electricity boards). The distribution side of the 
industry within the government sector has been totally 
under the control of the SEBs. 

® Barring the fixation of tariff for generation facilities under 
central government control, tariff fixation in the SEBs for 
the distribution of electricity was invariably a political 
decision. As a result, consumer tariff was substantially 
subsidized and cross-subsidized by other sectors of con¬ 
sumers; in aggregate, the entire supply continues to remain 
subsidized. Most SEBs are unable to earn even the mini¬ 
mum three per cent return they are expected to. 
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■ In so far as the regulatory mechanism is concerned, state 
energy departments together with the SEBs were in control 
of consumer tariff. For generation companies owned by the 
central government, the CEA (Central Electricity Author¬ 
ity) and the central government have functioned as the 
regulatory institutions. 

■ The CEA functioned over the years as a regulatory institu¬ 
tion for many other issues such as sanction of new capaci¬ 
ties and new transmission lines, forecasting of demand, 
power systems studies, etc. The Indian Electricity Act, 1910 
and the Indian Electricity (Supply) Act, 1948 provide the 
statutory framework for development and regulation in the 
industry. 


Limitations of 
the present 
market 
structure 


The above framework has been in existence for the last 50 
years. Though the industry has expanded from about 
1500 MW to about 90 000 MW of generation capacity, the 
system still suffers from substantial shortages. Despite 50 
years of existence the economic status of the power industry 
remains very poor. A large part of the industry is not only 
financially weak to provide for any growth but is also unable 
to sustain a reasonable level of service to consumers. The 
pricing mechanism has led to a situation that, on an average 
for the whole country, tariff provides for only about 78% of 
the cost of supply. Besides the technical losses in the distribu¬ 
tion system, which could be of the order of 8%-10%, theft of 
dectricity in different states ranges between 20% and 40%. 
The reported figure of distribution losses of around 20% is 
under-represented because a good part of the loss is being 
shown as agricultural consumption. This has led to an annual 
loss of about 100 billion rupees, equivalent to a negative rate 
of re urn of 17/„. What is more disappointing is the deteriora- 
ion that has taken place even during the period 1992-97 
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solution and could not be extended to a large number of 
projects with substantial capacities, it was withdrawn. This led 
to the realization that the commercial working of this industry 
would not be able to inspire confidence in making invest¬ 
ments in generation projects. Many professionals noted that 
the private power policy for generation projects would not 
succeed unless it was preceded by extensive privatization of 
the distribution business. Unless the industry provides a 
strong base of commercial working at the point of sale of 
electricity, it would be futile to expect huge capital invest¬ 
ments in generation, transmission, and distribution projects 
and other related inputs like fuel, transportation, etc. Also, if 
there was doubt regarding servicing of the capital investment, 
investors would be lukewarm despite the most attractive rate 
of return in the policy. 


Options to 
restructure 
the industry 


From the earlier analysis, it is clear that unless the distribu¬ 
tion side of the power industry is properly reorganized to 
provide the financial and commercial back-up for investments 
not only in the distribution infrastructure, but also in genera¬ 
tion, transmission, and other related areas of input, it would 
be impossible to secure the type of growth required for the 
industry. There could be various possible options for the 
structure of the industry, some of which are described below 
(Models 1-8). 
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Model 3 
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0 Generation + transmission 
with the government 
«IPP 

» Private distribution companies 

®IPPs 

«Transmission with the government 
»Private distribution companies 

« Private companies having 
generation + transmission + 
distribution 

• Private generation + distribution 
companies 

• Transmission with the 
government companies 


Model 8 

Note This is a combination of Models 4, 5, 6, and 7 all operating in the same state. 


No single model can be recommended for adoption by all 
the electricity boards in the country. While many of the prob¬ 
lems are common to most boards, there are different situa¬ 
tions prevailing in different states. Tariff, distribution loss, and 
commercial problems exist in almost all boards, though in 
varying degrees. Some SEBs have been highly successful in 
the performance of their power stations. In fact, some of the 
SEB power stations have demonstrated better performance 
than even the power stations of the National Thermal Power 
Corporation. There are other states where each one of the 
three elements - generation, transmission, and distribution - 
is in trouble. The availability and plant load factor are low; 
the transmission and distribution network is weak; the distri¬ 
bution loss is very high; and commercial working is far from 
satisfactory. As such, different states may have to evolve their 
own model of restructuring. It is also not necessary that one 
model will work for the entire state. The state can choose 
different models for different areas. There could be areas 
where vertically-integrated companies, having their own 
generation, transmission, and distribution networks, operate 
successfully while in other areas other models may succeed. 

From brief descriptions on various models presented above, 
it can be seen that Models 1,2, and 3 have state control on 
each of the three elements. They suffer from the limitations of 
not creating a competitive environment for customers. There¬ 
fore, these models may not be the right ones to work with. In 
Models 4, 5, 6, and 7 the distribution side of the industry is 
placed with private players, that is, the service part of the 
industry remains under private management. These models 
therefore create a competitive environment in the state to 
enable customers to compare the quality of services offered by 
various operating agencies. Model 8 is a combination of 
Models 4, 5, 6, and 7. It is felt Model 8 presents the shape of 
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the industry as it would probably look in the coming years. In 
other wordSj in the same state Models 4, 5, 6, and 7 could be 
in parallel operation. 


Regulatory 

framework 


A central legislation has already made provisions for the 
establishment of the CERC (Central Electricity Regulatory 
Commission) at the national level and the SERCs (state 
electricity regulatory commissions) in various states. The 
CERC has already been set up and many states are in the 
process of constituting their SERCs. For regulation in the 
Indian context, it is necessary to keep the following in mind. 

■ The CERC and the SERCs will have to send the right 
signals to the industry that, besides the interest of consum¬ 
ers, necessary motivation and incentives would be available 
to those who wish to invest in the Indian electricity sector. 
The situation that led to the formation of the CERC and 
the SERCs in India was entirely different from the context 
in which these institutions emerged in most other coun¬ 
tries. India needs to double the power project capacities, 
transmission systems, and distribution networks over the 
next 10 years, and also develop related input industries. In 
the context of most other countries, the need to expand is 
marginal because facilities have already been created up to 
the saturation point. 


regulation becomes very important once multiple players 
start functioning in the sector. It is important to synthesize 
the needs and expectations of various interest groups. At 
the same time, however, necessary care has to be exercised 
keeping in mind that too much regulation can be as 
wunterproductive and ineffective as no regulation 
Till now there have been no tangible results in the power 
industry because of delayed decisions and actions. While 
the process adopted by the regulatory system has to be 
transparent, objective, and democratic, one of the impor- 
ant requirements will be the speed of decision-making, 
sornetimes be a casualty of the anxiety to take 

and of consultation 

and nvolvement with the need for expeditious decisions 
will require a careful approach, 
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created only if the regulatory mechanism, policies, and 
various systems and procedures provide an environment 
and assurance that investors will be able to earn sufficient 
return on their investment. Till now, only the consumers’ 
interest in the power sector was considered. If this ap¬ 
proach is continued, it is doubtful if investors would have 
the confidence to put their money in this sector, 
a It is also important that a proper policy framework and 
guidelines are evolved by the regulatory institutions at the 
central and state levels, and the same are notified so that 
investors and developers are in a position to take correct 
decisions. Formulation of a policy which has a good degree 
of stability will also be important to avoid any uncertainty 
which could be highly counterproductive with regard to 
efforts of attracting investments for this sector. 
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The power supply industry in India is now over a century old. 
It experienced a slow and fragmented growth during the first 
50 years of its existence. The enactment of the Electricity 
(Supply) Act in 1948 led to the consolidation of the industry, 
initially at the state level and later at a regional level. It also 
led to public sector ownership of almost the entire industry. 
The sector was mostly self-regulated. Although the industry 
has made rapid strides under this set-up, it is now being 
found increasingly inadequate to meet present-day challenges. 
There are serious concerns about its performance, regulatory 
efficiency, and ability to finance projects. Hence the power 
sector is presently going through a process of reform and 
restructuring as is the trend in many other parts of the world. 
Independent regulatory commissions are being set up and 
vertically-integrated utilities are being unbundled on a func¬ 
tional basis into corporate entities. Efforts are also being 
made to facilitate competition wherever feasible. The choice 
of an appropriate power market model assumes significance in 
this context. 


he power markets operating in different parts of the world 
can be broadly classified into four basic generic structures, 

1 Monopoly model 

2 Single-buyer model 

3 Third-party or open-access model 

4 Power pool (wholesale market or spot market) model 
The monopoly model offers little scope for competition. 
Hence, the choice centres around the other three models 
H^igure 1) Each of these generic models may have variations 
withm Itself in respect of the agency responsible for manage¬ 
ment of the market and its governance and regulation. 

In a single-buyer model, a single entity purchases power from all 
generators on a competitive basis and in turn sells it to the 
supply entities. This model has the following advantages. 

IS simple and has minimum transaction costs. 
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Pool model 


Figure 1 Generic modeis 


B It facilitates design of equitable bulk supply tariff. 

B Planning for capacity addition and strengthening of 
transmission systems is better coordinated. 

■ Splitting of existing contractual agreements with different 
generation companies is not necessary. 

The demerits associated with this model are listed below. 

■ Competition is limited. 

H The buyer may not have the incentive to seek out the most 
economical source of supply. 


Transition to a liberalized environment 128-136 


















130 KRamanathan 1999 


The above drawbacks can be overcome to some extent 
through the adoption of a competitive bidding system for 
power purchase by the single buyer and imposition of an 
appropriate regulatory control. For effective competition; it 
would be necessary that supply is not constrained and that no 
large generator commands excessive market power. Many 
developing countries are found to prefer a single-buyer model, 
especially during the transition phase of the reform. 


Open-dccess Under the open-access model, the generators are in a position 
model to enter into direct contract with distributors or large con¬ 
sumers without the need of an intermediary buyer. This, 
however, requires an open access to the transmission system. 
It is also important that the access to transmission is regu¬ 
lated and pricing policies are compatible, transparent, and 
efficient. The main merit of this model is that it provides a 
better platform for competition which would eventually help 
bring down the cost of supply. However, implementation of 
this model would entail the following. 

■ Transmission system development would become more 
complex with increased uncertainty in planning. 

■ The concern for stranded costs would increase. 

■ Transaction costs would be higher. 

“ Regulatory control on transmission access and pricing 
would be critical. 


This model is being adopted in many countries where there 
is adequate redundancy in the generation and transmission 
system and the thrust is towards increasing competition 
especially at the wholesale level. In 1996, FERC (Federal 
Energy Regulatory Commission) of USA passed two orders to 
promote the functioning of this model. The first was Order 
No. 888, entitled Promoting Wholesale Competition Through 
Open-Access Non-discriminatory Utilities and Transmitting 
Utilities. This rule requires all public utilities that own, con¬ 
trol, or operate transmission facilities to provide non-dis- 
criminatory open-access transmission services and provide for 
a stranded cost mechanism to help in the transition to a more 
competitive industry. The second, Order No. 889, entitled 
pen Access Same-Time Information Systems and Standards 

Internet-based 

Li information about the 

availability of transportation capacity on transmission lines. 

of directives relating to the authorization 

Lc fc .P“*or producers), consumer selection 
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Power pool The power pool model envisages different generators selling 
model to a pool and the distributors or large consumers buying from 
it. The pool functions as a marketplace for trading. An open- 
access transmission system is a prerequisite for this model 
too. Compared to the other models^ this one offers the best 
framework for competition. These pools are designed to maxi¬ 
mize competition in generation, compete on price not cost, 
and remain open to all market participants. These are funda¬ 
mentally different from the tight power pools that have been 
operating for many years in the US which were created to 
improve reliability, minimize operating costs, and facilitate 
decision-making by vertically-integrated utilities. The new 
type of pools are operating in England and Wales, Victoria 
(Australia), Alberta (Canada), and Scandinavia (Norway and 
Sweden), and at least 10 more countries are reportedly plan¬ 
ning to operate these. The successful operation of these pools 
would require highly developed information and decision 
support systems and a strong reliance on the market forces. 
Although classified together, these pools present many varia¬ 
tions regarding complexity of operation, governance, and 
regulation. The Nord pool which covers the Scandinavian 
countries and deals in spot and real-time trading appears the 
most complex. The pool operation may get vitiated if the 
transactions are heavily hedged by bilateral contracts. This is a 
concern in the case of the pool in England and Wales. 


Opening up of 
markets 


Competition in a power market is provided by generators and 
distributors. Competition in generation is normally reflected 
in wholesale tariff while competition in distributors (supply) 
is reflected in retail tariff. Since the bulk of the supply cost 
(nearly 60%, it is as high as 75%-80% in some Indian stams) 
constitutes generation cost, the main benefit from competi- 


m is at the generation level. Thus, many countries are 
lening up the market at the wholesale level and then pro- 
essively moving towards retail level competition. For exam- 
e, in France the market is being opened up under the 
jropean Union directive, providing a choice of supplier to 
I consumers with a power consumption of over and above 
50 GWh (gigawatt-hour) per year by 2000/01. It is propose 
open it up further to consumers in the 8 GWh per year 
itegory (amounting to about 33% of customers) by 2002/03. 
Lany governments are cautious in opening up the retai 
arket The apprehensions in this regard are cherry picking o 
ifluential customers, possible higher cost 
;ctions of consumers (with serious social and '“P 

itions), added dimensions to the issue of stranded cost . . 

1 developing countries with a supply constrained power 
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sector and weak social security systems, it would be prudent 
to design the market for wholesale competition only, especially 
in the initial years of reform. 


Prevailing 
market 
scenario in 
India 


The choice of an appropriate market structure for India has to 
be necessarily related to the present operating environment and 
the extent of competition feasible/desirable. The state power 
utilities have not been operating on commercial lines. In this 
context, the following aspects also merit consideration. 

■ The Indian power sector has been going through a period 
of severe power shortages (both in terms of peaking power 
and energy) for several years and as such there is very little 
redundancy in generation and transmission facilities. 

■ Most states are now proposing unbundling of generation, 
transmission, and distribution functions as part of the 
reform programme. In fact, a few states have already un¬ 
bundled generation activity from the others. Load dispatch 
function is assigned to the transmission entity. 

■ The power purchase agreements entered into / being final¬ 
ized are long-term ones (typically 20—30 years) with com¬ 
mitted take-offs and incentives for higher production. 

■ The power procurement costs from different generating 
stations vary over a wide range, depending upon whether 
these stations are old or new, hydro or thermal, central 
sector units or IPPs, etc. 

■ The average revenue realization is far below the cost of 
supply. 


ne tariii structure is highly distorted with heavy cross¬ 
subsidization between consumer categories. Agricultural 
and domestic consumers have been enjoying a highly subsi¬ 
dized tariff for many years. From social and political con- 
si erations, it may not be practicable to drastically change 
the tariff structure overnight. 

Significant differences may be present in the tariff design 
applicable to different generating agencies. For example, 
certmn modifications (availability and frequency-linked 
taritt) that are now being contemplated for central sector 
stations may not be applicable to others. 

The database of various financial and operational param- 
eKrs needed tor developing new pricing structures is pres- 
ently lacking in most states. 

Load dispatch and communication facilities are yet to be 
adequately developed. 

^wem" nr '"el needs considerable im- 
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Keeping in view the pros and cons of the different power 
Evolution of market models and the power sector scenario in India, a 

market single-buyer model consisting of one BPSA (bulk power 

structure: purchase/supply agency) appears appropriate at the state level, 

suggestions main reasons in favour of this argument are listed below. 

■ As mentioned earlier, the costs of power purchase from 
different generating companies vary widely. The BPSA 
structure would ensure that no distribution company would 
get the entire or substantial benefit of low-cost power, 
while others are forced to purchase high-cost power. 

® The consumer mix in different distribution zones may not 
be same. If near uniform tariff has to be maintained 
throughout the state (which may be needed to avoid wide¬ 
spread criticism of the reform programme), it would have 
to be achieved through a differential bulk supply tariff 
structure. An agency like the BPSA could implement this. 

IS It would not be necessary to immediately apportion the 
contractual commitments made by the electricity board I 
government to various generating companies amongst the 
distribution companies or to renegotiate the existing agree¬ 
ments. 

B There would be better coordination in transmission system 
planning. 


The BPSA would be contracting for or buying power from 
different generating companies on the basis of the price and 
the ongoing contractual commitments. Power purchase from 
mega power projects would be through the proposed power 
trading corporation and surplus power from other states 
through their respective BPSAs. Since the BPSA would be a 
monopoly entity, it will be licensed and power purchase would 
be regulated by the state regulatory commission. The power 
thus procured would be pooled and supplied to the different 
distribution companies as per contracts entered into with 
them. Although the BPSA would be normally supplying power 
to distribution companies only, there could also be a provision 
for direct supply to some major bulk consumers. This wou 
be a step forward in opening up the market and promoting 
competition. However, such a provision would be seen as an 
erosion in the market share of prospective investors in distri¬ 
bution and might thus dampen the response from bidders 
while privatizing the distribution zones. This aspect as 
critically reviewed on a case-to-case basis. 

In future, this model can evolve into an open-access mode . 
The strategy for this would be to allow the distribution 
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companies (after they are well established) to buy power 
directly from new generating companies but limited to the 
extent that is in excess of what is already committed to the BPSA. 
The existing power purchase agreements between the BPSA and 
different generating companies should also be progressively ap¬ 
portioned to the different distribution companies. Once this is 
achieved^ the BPSA would have no role to play. The resulting 
structure would be similar to the open-access model. 

The proposed evolution of the market structure is shown in 
Figure 2. 




DDOA ; cvu.uuon DT market structure 

BPSA - bulk power purchase/supply agency 
PTC-Power Trading Corporation 


Session 2 Market structure 





















135 Choice of a power market model for India 


Agency for 
bulk power 
purchase and 
sale 


Three options could be considered for the agency which has 
to function as the BPSA. 

® The transmission company 
® The SEB (state electricity board) 

® A consortium of distribution companies 


In many countries^ the transmission company is taking over 
this role. In India, Orissa, Haryana, and Andhra Pradesh have 
also proposed this. The main drawback associated with this 
model is that the transmission company, instead of being a 
facilitator, would be required to do trading as well. This may 
present increased risk to the company and possibly lead to 
conflict of interests within the organization. As per its original 
mandate, the Power Grid Corporation of India was to handle 
the responsibility of the bulk trader; but later it was felt that 
entering into trading would not be advisable. In Gujarat, the 
possibility of the SEB continuing to perform this function 
(even after the generation, transmission, and distribution 
functions are hived off) is being considered. This would mean 
that the SEB is not totally abolished at the start of the re¬ 
forms and a core unit continues to function. This entity could 
have an advisory group consisting of project analysts, engi¬ 
neers, negotiators, and a representative of the transmission 
company. It would have to be a licensee of the regulator. 

The consortium approach has the advantage that the 
stakeholders are directly involved in the purchase. However, 
the success of this arrangement would depend greatly upon 
the spirit of understanding and cooperation among the distri¬ 
bution companies. Any conflict of interests between the 
consortium members could lead to delays in finalizing power 
purchase agreements, apportioning of existing agreements, 
etc. Past experience with the working of the regional 
electricity boards in India indicate distinct probabilities for 
such a situation. Also, there is the danger of cartel formation 
between the consortium and one or more groups of genera¬ 
tors. In the initial years of the reform, the first two options 
appear more pragmatic. In either case, the agency in charge of 
system operation (typically the transmission company in the 
Indian scenario) would be concerned with scheduling genera¬ 
tion as per purchase/sale agreements, real-time monitoring, 
and preparation of settlement accounts. 


Conclusion 


The choice of an appropriate power purchase/tradmg model is 
an integral component in the design of any reform programme. 
Three basic models are discussed and it is concluded that 
considering the power sector scenario in India, a single-buyer 
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model would be best suited for the transition phase. The SEB 
may continue to perform this function or it may be entrusted 
to the transmission company. Yet another option would be a 
consortium of distribution companies. The pros and cons of 
these options have been discussed and the electricity board 
and transmission company options have been favoured. The 
agency would purchase power from different generating 
companies based on competitive bids. It would also take care 
that existing contracts are not violated. Surplus power from 
other states and power from mega projects would be con¬ 
tracted through the corresponding state-level agencies and the 
proposed power trading corporation, respectively. The power 
thus pooled would be supplied to different distribution com¬ 
panies and major consumers, adopting a differential bulk 
supply tariff wherever necessary. The provision for direct 
supply to major bulk consumers would, however, amount to a 
reduction in the market share for prospective investors in the 
distribution system. Hence, this option has to be exercised 
selectively especially in the initial years of reform. This model 
could gradually evolve into an open-access model. 
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When Indian policy makers engage in the process of reform¬ 
ing the Indian power sector, they commit themselves to more 
than the first dictionary meaning of‘making better by remov¬ 
ing faults or defects’, a definition that implies that the sector 
can be redeemed by tinkering around the edges of tariffs, 
cross-subsidies, engineering improvements, and management 
incentives. Rather, they are undertaking the more fundamen¬ 
tal process of reforming the sector, of forming it again and 
anew, of recreating its structures and relationships. In doing 
so, they join policy makers, utilities, and regulators around 
the globe who have re-examined the basic engineering and 
economic premises of their existing constructs in light of an 
emerging world of competition in production and choice for 
consumers. 

In 1996, Sally Hunt and Graham Shuttleworth distilled 
NERA’s (National Economic Research Associates) work over 
six years and six continents into Competition and Choice in 
Electricity^, a work intended to provide a conceptual framework 
for policy makers in the new environment. They argued that 
the central idea underlying the new world of competition and 
choice in electricity was that it was possible and desirable to 
separate the transportation from both the production and the 
sale of the thing transported, that electric energy as a product 
can be separated commercially from transmission as a service. 
Once it is possible to define and separate transport service so 
that it can be provided separately from the electricity itself, 
then electricity becomes a product that can be made, bought, 
sold, and transported from place to place, much like any other 
product (although with some significant limitations peculiar to 
the nature of electric power systems). NERA has identified four 
basic market structures, the four alternative forms from which 
reformers can choose. 

Model 1 is the integrated monopoly. Generation is not subject 
to competition and no one, neither retailers nor final custom¬ 
ers, has any choice of supplier. A single monopoly company 
handles the production of electricity and its delivery over the 
transmission network to distribution companies and/or to 
final consumers. 
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Model 2 introduces competition in generation and a pur¬ 
chasing agency. A single buyer chooses from a number of 
different generators to encourage competition in generation, 
and then resells to retailers (usually distribution companies) 
or is itself a distribution company. Generators have access to 
transmission wires but that access does not permit sales 
directly to distribution companies or to end-users. The pur¬ 
chasing agency has a monopoly over sales to the distribution 
companies and their final consumers. Transmission entities 
(possibly the purchasing agent) have exclusive rights to pro¬ 
vide service in specific areas, as do the entities that supply 
electricity to final consumers. 

Model 3 admits competition for wholesale supply. Distribu¬ 
tion companies (retailers) purchase directly from independent 
producers over an open-access transmission grid. Transmis¬ 
sion service is separated from supply and is provided as a 
monopoly in its service territory. Distribution companies also 
remain monopoly providers for sale and distribution of elec¬ 
tricity within their respective service territories. 

Model 4 introduces retail competition. All customers 
choose their supplier and there is open access to both trans¬ 
mission and distribution lines, although both ‘wires’ services 
are likely to remain monopolies in their service areas. Distri¬ 
bution, that is delivery, is separated from the retail supply 
activity, which is competitive. 

The four models can be schematically represented as shown 
in Table 1. 


Table 1 The four models 


Characteristic 

Model 1 

Integrated 

monopoly 

Model 2 

Purchasing 

agent 

Models 

Wholesale 

competition 

Model 4 

Retail 

competition 

Definition 

Monopoly at 
all levels 

Competition in 
generation: 
single buyer 

Competition in 
generation and 
supply choice 
for distribution 
companies 

Competition in 
generation 
and supply 

choice forfinal 

customers 

Competing generators 

No 

Yes 

Yes 

Yes 

Choice of power supply for retailers 
Choice of power supply for final 

No 

No 

Yes 

Yes 

customers 

No 

No 

No 

Yes 
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Defining The defining characteristics of the four models can be articu- 
characteristics lated by answering two sets of questions. First, who can sell 
what to whom and what are the trading arrangements^ and 
second, who can own what, and which functions need to be 
separately owned. 

Sales and trading arrangements 

The trading arrangements are simply the rules that buyers 
and sellers (the traders) have to follow when they make trans¬ 
actions. Given the variable demand for electricity and the 
need for instantaneous response, the laws of economics and 
contracts yield to the laws of physics. There will always be 
differences between what traders contract for in advance and 
the actual generation and consumption. The market mecha¬ 
nism in each model must account for those imbalances and 
assure that they are paid for. 

In Model 1, trading may take place between similar verti¬ 
cally-integrated utilities across a connector, coordinated 
through pooling arrangements that mutually provide back-up 
supply, increased security, and cost reductions by dispatching 
cheaper plants first. Short-term trading arrangements are 
normally based on short-term marginal cost. As the transac¬ 
tions are reciprocal, the price is not intended to cover the full 
cost of supply. The two utilities split the savings resulting 
from the less expensive dispatch while each utility’s native 
load customers cover the capacity costs and receive (theoreti¬ 
cally, at least) the benefits of the trade. The pool will institute 
elaborate arrangements to prevent free riders, including pool 
capability requirements and reserve margins, and to account 
for imbalances. Within each integrated utility, however, trad¬ 
ing arrangements are not required. The supply to the final 
customer is not contracted for in advance and therefore no 
imbalances are created between what has been contracted for 
in advance and what has been consumed. Rather, the utility 
planner forecasts demand and builds or buys the capacity and 
energy to satisfy it. 

Model 2 introduces the need for trading arrangements in 
the form of PPAs (power purchase agreements) between the 
purchasing agency and the independent generators. The 
pricing must cover full costs, including overheads, normally 
with an availability payment to cover fixed costs and an 
energy payment to cover variable costs of generation. Plants 
are then dispatched in order of their energy costs to achieve 
short-term efficiency. The independent producer is paid tor 
availability whether or not the plant is operating, while the 
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operating cost is a pass through. There is sometimes an effort 
to introduce incentives to be available through linking the 
payment intended to cover fixed costs to actual availability, 
enforced through penalties if they cannot generate when 
called by the dispatcher, and to reduce operating costs 
through linking the energy payment to an index. Sales from 
the purchasing agents to the distribution companies are 
governed by wholesale tariffs, preferably multi-part (capacity 
and energy) to mirror the purchasing agency’s costs and 
follow system marginal costs, and these tariffs can be similarly 
mirrored by the tariffs between the distribution company and 
its retail customers. 

In Model 3, the purchasing agent is replaced by a wholesale 
market. The major requirements for a competitive wholesale 
market are a system control function, a pricing mechanism 
and a settlements system. The dispatch function, independent 
of the traders in supply, is carried out by a system operator 
who assures that frequency and voltage are stable. Energy 
pricing is set through a spot market or power exchange where 
buyers and sellers bid to establish a spot price on an hourly or 
half-hourly basis. As energy is separated from transport, 
transmission prices are devised to reflect marginal costs of 
transmission and manage the use of congested paths in an 
economically rational manner. Traders contract with each 
other in a forward market or even a financial market (con¬ 
tracts for differences) and generators have the freedom of 
entry and exit to provide the necessary resources or to close 
uneconomic plants. A system to reconcile the flow of electrons 
with the flow of money is required, as ±ere are multiple 
buyers and sellers transacting business under different system 
conditions. 


Ihere is a choice of market construct. In full cost pooling, 
generators recover all their costs including capacity costs as 
there are no longer native load customers to shoulder the 
fixed costs. Prices can rise very high for short periods of time 
though m practice traders hedge their risk through bilateral 
contracts and settle the differences between the contracts and 
the actual flows at spot market prices. The alternative con- 

n'ZL'r- " arrangement where a utility that still owns 

generation opens its transmission wires to its competitors to 
deliver power that has been contracted bilaterally. Wheeling is 

^here is an 

in^for ^he m l'' generators are compet- 

diLtuin Jrequirements’ wholesale 

requires extern^ orners, and as a result, the wheeling construct 
requires extensive and vigilant regulation. 
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Model 4 requires open access to all wires, distribution as 
well as transmission. Pricing of T&D (transmission and distri¬ 
bution) services must encourage efficient location and dis¬ 
patch of producers and provide sufficient revenues to the wire 
owners, A spot market is essential, with a mechanism for 
settling imbalances between the contracted amounts and the 
actual flows. The function of metering and billing becomes a 
major problem. Again, a settlements system is essential since 
Model 4 has potentially increased the number of purchases 
significantly. 

Ownership 

While questions of ownership may involve matters of effi¬ 
ciency, the contentious policy issues of ownership fundamen¬ 
tally revolve around the elimination or mitigation of conflicts 
of interest. Model 1 is characterized by a vertically-integrated 
company that owns and operates generation and wires, reaps 
economies of scale by building larger plants, covering its 
service territory efficiently, and dispatching its plant economi¬ 
cally. The only questions of ownership that arise are whether 
distribution should be separated from generation and trans¬ 
mission and the optimal area for a distribution company to 
cover. The answers to these questions depend on the econo¬ 
mies of scope and scale: the similarity of the engineering 
problems of low and high voltage wires, and the potential for 
savings in billing systems and network maintenance. The 
evidence appears to suggest that the economies in the distribu¬ 
tion function are exhausted at a fairly small size, overwhelmed by 
the advantages of having company management close to the 
customer. It is noteworthy that Electricite de France, which has 
studied the issue more than most, is fairly disaggregated at the 
distribution level. 

Model 2 requires the independence of the purchasing 
agency. The single buyer needs to be creditworthy and inde¬ 
pendent from all generators with whom it makes long-term 
contracts. Purchasing agents that are utilities owning genera¬ 
tion have been subject to calls to divest and accusations, often 
well-founded, of self-dealing in its purchasing decisions. 

There is no particular reason that the purchasing agency 
cannot be owned by the transmission company as long as the 
transmission company does not own generation, although the 
two businesses of transmission and bulk supply do not involve 
any particular joint economies of scope. 

The introduction of wholesale competition of Model 3 
eliminates the role of the single buyer as generators deal 
directly with the distributors. Transmission itself encompasses 
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three functions. The operator keeps the system stable and acts 
as a traffic controller and if it is not independent of the buyers 
and sellers, it must be heavily regulated. The transmission 
service provider, usually but not necessarily the owner of the 
wires, sets the terms of access and collects enough revenues to 
pay for the use of transmission assets. Finally, the energy 
market operator is responsible for policing the arrangements 
to settle imbalances between contracted amounts of energy 
and actual flows. Again, this role must be either independent 
from the traders or heavily regulated. The three functions may 
be integrated but do not have to be. There are some conflicts 
of interest related to self-dealing between the function of 
transmission provider and of system operator or market 
operator as the actions of the latter two can affect the rev¬ 
enues of the former. There are no conflicts between the dis¬ 
patcher and the market operators, but neither are there 
economies of scope as the skill sets for the two functions are 
quite different. 


More seriously, generation must be kept separate from 
retailing. The incentives to self-deal, purchasing from over¬ 
priced affiliates and passing the excess costs through to 
monopoly customers, are both irresistible and very difficult to 
police. Issues of market power in generation can also arise. 

The remedies are either structural, breaking up the generation 
of the previously integrated company into smaller units, or 
regulatory, regulating either the results through profit or revenue 
caps or the conduct by limiting the prices that can be charged 
Model 4 opens both the wholesale and retail markets to 
competition and choice of supply. Distribution becomes a 
wires business, with the implication of being a bottleneck 
provider. As such, there is the potential for self-dealing, since 
the distribution company will have the incentive to assure 
service continuity to those customers who purchase energy as 
well as the transportation service. The magnitude of the 
concern for self-dealing will probably depend on the level of 
profits m the retail supply business and may be offset by 

Customers do not always believe that 
he ability to choose is necessarily a blessing and may prefer 
0 be served by a single provider. Also, the wires comply 
may always need to serve as the supplier of last resort and 

tfenter distribution company 

rm under I r 
terms under which they can trade. 

althoimh whyT&D cannot be combined, 

g the economies of scope may depend mostly on the 
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historical operation of the two functions. There are some 
advantages to multiple distribution companiesj in that they 
will be closer to customers and permit yardstick regulation. 
Regulators would have to be alert to bias if the transmission 
company owned one but not all of the distribution companies. 

This potential for bias argues for a prohibition on transmission 
company ownership of distribution companies, prohibitions 
that indeed, absent permission from their regulator, have been 
adopted in Orissa and Haryana. Interestingly, in contrast to 
Model 3, there is no longer a need to separate retail supply from 
generation because the end-user can find another supplier and 
there may be a natural integration of the two functions as gen¬ 
erators seek to deal directly with the ultimate consumer. 

Each of the four models has unique implications for three 
important policy considerations: economic efficiency, social 
policy obligations and regulatory framework, and the reform¬ 
ers’ choice of structure will depend not only on the engineer¬ 
ing and information complexities but on their other public 
policy objectives as well. 

Economic Economic efficiency in Model 1 is achieved through the 
efficiency economies of scope and scale of the integrated operation of 
the utility. However, since revenues and pricing are usually 
based on some form of cost of service calculation (in the US 
rate base / rate of return and in India the Sixth Schedule to 
the Electricity [Supply] Act, 1948), the challenge is one of 
creating incentives in a cost-plus environment. Various forms 
of incentive regulation have been proposed to detach prices 
from cost, although in those jurisdictions in the US that do 
not require annual tariff filings, the major incentive is the 
regulatory lag between rate cases. Regulatory lag is a sort of 
price cap with no escalation (RPTx) clause. In addition, 
short-term efficiencies can be achieved through pool-wide 
dispatch of generation. A major source of inefficiency is in 
power planning and procurement, and regulators have sought 
to mitigate problems in this area by imposing integrated 
planning processes that at least require explicit consideration 
of all demand- and supply-side options and may extend to 
directing the utility’s choices as well. 

Despite efforts at incentive rate-making and imposed 
planning requirements. Model 1 customers do not fare well m 
unsettled times. In its cost-plus environment, they bear most 
of the risk and pay for much of cost of mistakes in investment 
decisions, changes in demand, and unanticipated technologi¬ 
cal obsolescence. 


Implications 
for public 
policy 
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Most of Model I’s cost overruns stem from construction. 
Model 2 reflects the move to replace the planning process 
with competitive bidding and a market orientation, and these 
construction related incentives for efficiency persist into 
Models 3 and 4. Once chosen through a competitive bid 
process, the relationship between the purchasing agency and 
the independent power producer has historically been gov¬ 
erned by a long-term contract. Such contracts generally result 
in a lower overall cost of capital for the project as they insu¬ 
late both the purchasing agency and the generator from the 
market risks of changes in demand and technology, and the 
variations in fuel costs. Generators in this setting do not 
compete with new entrants, which undermines the incentives 
for efficient operation; also where greater than anticipated 
efficiencies are achieved, they are not impelled to share the 
benefits of those savings with consumers. Efficient dispatch is 
possible if the contracts are crafted so that the energy pay¬ 
ment equals the marginal cost of operating the plant (i.e., not 
‘must run’ plants paid on a combined cents/kilowatt tariff 
covering both capacity and energy). Efficiency in consump¬ 
tion decisions, at both wholesale and retail, will depend on 
how well the relevant tariffs reflect the marginal costs of 
supply and transportation. 


in ivioaei the choice of generation assets, their quantity, 
fuel type, and time, is left to the market. Generators will 
prefer long-term contracts, but once a spot market is estab¬ 
lished, they are no longer essential, as the appearance of 
merchant plants in the US attests. Contracts are used to share 
price risk rather than to assure performance on both sides. 

The spot market itself is a powerful tool to enhance efficiency. 
On the generation side, a low-cost generator selling at spot, 
can be viewed as, m effect, selling to a high-cost generator 
who backs off its own unit and uses the power to meet its 
contractual obligations. On the consumption side, the spot 
market always clears at some price, which is a major improve¬ 
ment over the more artificial and cumbersome time-of-use 
and interruptible rates in wholesale tariffs. 

It is not clear what incremental efficiency gains are 

acrinT"^'? especially since the trans- 

T, The general arguments for 

consuTnnf" ™ production, investment, and 

modm’ Wtained under the other 

new terhnni ^ ^ demands of new entrants with 

new technologies become insistent. However, entry is not 

necessanly efficient if the existing plant is sufficient rserve 
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the market and would not occur if the price of the existing 
plant were based on its marginal cost and its capacity costs were 
considered sunk. Model 4 does offer the benefits of a more 
competitive market on the customer side, achieved through 
the search for low-cost providers and response to real-time 
pricing. However, efficiency gains achieved through customer 
choice at this level require a level of effort in seeking low-cost 
alternatives that most customers are reluctant to devote to 
their purchase of electricity. 


Social policy 
obligations 


A major attraction of Model 1 that carries over to Model 2 is 
the ability to accommodate social policy obligations, some¬ 
times to the extent that the public utility becomes a tax col¬ 
lector and instrument for the redistribution of wealth. The 
utility’s revenue requirement can be inflated to accommodate 
high local taxes and above-market employment policies. In 
generation, government can mandate a diversity of favoured 
fuel sources regardless of their economics, and does so to 
nurture renewable resources or promote nuclear energy or 
employment-related fuels such as coal. It is possible to impose 
environmental regulations on emissions of generating plants 
in excess of those that the relevant environmental agencies 
require for all other industries. At the retail level, prices can 
be manipulated to support social goals through cross¬ 
subsidization: geographical averaging that imposes uniform 
pricing despite cost disparities and rural electrification; dis¬ 
counted tariffs to promote economic development or lifeline 
programmes for low-income domestic customers; and non¬ 
economic utility-sponsored conservation programmes. All 
these programmes result in above-market prices that can only 
be supported by the utility’s monopoly position and a strong 


emand. , 

In Model 3, generation becomes a market, not a regulated 

lonopoly/monopsony purchasing agent. The ability to ac- 
ommodate generation-related obligations through pricing 
irtually disappears. Promotion of specific fuel programmes is 
ossible only through direct subsidy mechanisms that lower 
le price of the output to be competitive in the market. Non- 
eneration subsidies and cross-subsidies can be continued as 
Dng as the cost is embodied in the retail monopoly and 

ustomers cannot avoid the charge. 

In the retail competition of Model 4. it becomes impossible 
0 cross-subsidize through energy prices. It is still possible to 
mpose explicit, non-avoidable levies on all retail sales or 
harges on the still regulated monopoly wire companies, both 
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to support below cost tariffs to selected customers and 
programmes like conservation and high local taxes. 
Cross-subsidies through the retail price structure, however, are 
no longer possible, because with retail competition the end-user 
subject to above-market prices will find another seller. 


Regulatory 

framework 


Regulation is the means of imposing market discipline where 
markets do not function properly. A defining social develop¬ 
ment of the last quarter of the 20th century has been the con¬ 
ceptual conquest of market-based economic philosophies over 
central planning. Relatively unconstrained markets are simply 
the best mechanism for efficiently producing the best mix of 
goods and services for society. However, there is also no 
question that there are instances where markets do not per¬ 
form properly, the situation economists call ‘market failure’. 
In these instances, regulation is required to provide a surro¬ 
gate for the market, to enforce the requisite economic disci¬ 
pline that the market cannot or does not provide. 

Given this job description for effective economic regula¬ 
tion, it is clear that the choice of industry structure will deter¬ 
mine the requirements for regulation. The basic axiom is that 
regulation is appropriate only in those sectors of the industry 
in which a competitive market is infeasible; and the corollary 
is that one should regulate in ways that will produce the most 
market-like results. The government’s role is to assure that 
markets stay competitive, and the challenge for regulators is 
to be willing to accept the results of the competitive markets 
that are being established. 


i ne analytical challenges in examining the four models of 
market structure are to 

■ distinguish separable businesses 

■ identify those separate businesses that possess competitive 
characteristics and determine regulatory requirements for 
non-competitive elements 

determine the requirements to promote competition in 
unregulated segments, possibly including restrictions on 
ownership to prevent conflicts of interest. 


for Jhirh ^ segments of the industry 

r which constructive competition is commonly accepted as 

anrdttribur- of transmission 

and distribution. Whether the sector’s remaining functions 

n be competitive will depend on the reformers’ choice of 

Tcti™ 2 delineates the requirements or 

pervasive economic regulation in each of the four models. 
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Table 2 The requirements for economic regulation in the four models 



Model 1 

Integrated 

monopoly 

Model 2 

Purchasing 

agent 

Models 

Wholesale 

competition 

Model 4 
Retail 

competition 

Generation 

Yes 

No 

No 

No 

Transmission 

Yes 

Yes 

Yes 

Yes 

Bulk supply 

Yes 

Yes 

No 

No 

Distribution 

Yes 

Yes 

Yes 

Yes 

Retail sales 

Yes 

Yes 

Yes 

No 


Reform of the 
Indian power 
sector 


Market 

structure 


The choice of market structure in a reformed power sector 
must reflect current technical, political, and social realities as 
well as long-term aspirations for the industry and each option 
should be measured against a consistent and comprehensive 
set of criteria. The following criteria were developed for the 
1994/95 Restructuring Study for the Haryana Power Sector, a 
restructuring project led by NERA for the Government of 
Haryana. The criteria and the resulting recommendations 
were subsequently transferred to Orissa and formed the 
analytical basis of the Orissa reform project. 

■ Commercial viability I autonomy —The ability to manage 
power sector entities, subject only to normal commercial 
pressures and incentives, legal constraints, and well-defined 
service obligations. 

® Financial viability - The ability to finance activities through 
normal profits and private investment. 

® Efficiency - Efficiency in generation, transmission, and 
distribution, and in consumption decisions, 
a Optimizing the system -The ability to make the best use of 
resources while balancing supply and demand. 

■ Operational feasibility — The lack of operational constraints. 

■ Legal feasibility — The need and capability of making 
changes to statutes, 

■ Reduction in corruption — The ability to reduce the various 
aspects of corruption. 

■ Consumer protection - The ability to regulate prices effec¬ 
tively or employ competition to protect consumers. 

H Acceptability to stakeholders — How acceptable an option is to 
the consumers, employees, managers, and the government 


The status quo in Haryana and Orissa, as in most of India, 
is Model 1, an integrated monopoly utility owned by the 
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respective state. The diagnostic assessment of the Haryana 
power sector;, also shared by most other states, made the 
following conclusions. 

■ The current power sector does not meet the needs of the 
state. Capacity is insufficient to adequately support eco¬ 
nomic development, and both the quality of power and the 
service supplied to customers are inadequate. 

“ The sector cannot raise the capital necessary to correct 
system deficiencies. It realizes inadequate revenues to 
generate funds internally or raise funds from private, exter¬ 
nal sources. Government funds are also insufficient. 

■ The inadequacy of revenue realization stems from non¬ 
compensatory tariffs, insufficiently offset by government 
subsidies; inefficient system operation and management; 
inadequate management of the metering, billing, and 
collection functions; and high non-technical losses in the 
system. 

■ The SEBs’ (state electricity boards’) ability to correct the 
above deficiencies is severely constrained by the substantial 
involvement of the state government; organizational and 
management inefficiencies imposed by civil service regula¬ 
tions and union activities; and statutory and regulatory 
limits on SEBs that substantially restrict managerial op¬ 
tions to respond to deficiencies. 


it will come as no surprise, then, that measured against the 
reform criteria, the status quo Model 1 structure fared most 
poorly, scoring zeros in any of the criteria relating to commer¬ 
cial viability, efficiency, and reduction of corruption. 

The remaining structures performed significantly better 
against the criteria with the competitive structures having a 
slight edge over the single-buyer model in areas of efficient 
production, an optimized system, and consumer protection. 
However, the wholesale competition model requires that all 
distribution companies should operate on a firm commercial 
basis, a condition that probably cannot be satisfied without 
some prior structural reform. Significant infrastructure devel¬ 
opment for the sector is another prerequisite to deal with 
imbalances. The retail competition 
odd requires a level of technical sophistication in the opera- 
on of a spot market, mechanisms to settle imbalances, and 

"htTbV^ billing ^myet 

chitvtd by most power systems around the globe. 

or the near term, the ‘reforming states’ of Orissa, 
aS'' and Andhra Pradesh have adopted ‘The Orissa 
h dd , which was first recommended in Haryana and is a 
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variation of Model 2. It entails ‘divisionalization’ and 
‘corporatization’ of the SEB’s assets, divesting it of its genera¬ 
tion assets and distribution system. The residual SEB is 
designated as the Transmission System Operator with respon¬ 
sibility for operating the transmission system. It also acts as 
the purchaser of power, and is therefore responsible for the 
long-term power planning for the entire state. 

The commercial foundation of the generating company 
flows from its contracts with the purchasing agency and the 
fuel suppliers, and hence depends on the financial viability of 
the purchaser (or financial guarantees from the government). 
Additional capacity would be built by the private sector, 
normally through a competitive process instituted by the 
purchasing agency which would identify potential suppliers 
and select new generators on a least-cost basis. 

The distribution function would be decentralized in order 
to place management of the service component in closer 
proximity to customers, making it responsible for the financial 
and operational performance of a discrete and measurable 
entity, and increasing the difficulty for outsiders to interfere in 
the sector. The distribution companies can be designed to be 
broadly similar in cost structure so that initial statewide 
uniformity of tariffs can be sustained. In the longer term, cost 
differentials can be smoothed first in privatization through 
adjustments in the valuation of the companies and later, if 
desired, through direct government subsidy programmes for 
rural electrification or a specific customer class. A limited 
number of separate distribution companies would allow the 
regulator to press for efficiency improvements through yard¬ 
stick regulation, and form the basis for evolution into a 
Model 3 structure at some time in the future. 

The transformation of the SEB into a transmission system 
operator and purchasing agent requires a redefinition of its 
purpose and its legal relationships. Various agreements are 
required to specify the operating interfaces, modes of opera¬ 
tion, and rules and responsibilities for sector participants. 
These include shared asset agreements, leases and licences, 
power purchase agreements, connection agreements with 
distribution companies and generators, grid codes, and distri¬ 
bution codes. These will need to reflect the newly autonomous 
nature of the separate entities. 

An advantage of the Model 2 structure for the near term 
is that it allows a perpetuation of the social policy obligations 
of the sector through a transition period. It is still possible 
to subsidize and cross-subsidize specific classes of consumers, 
although tariff reform and commercialization of the distribution 
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companies require that all price and subsidy programmes 
become more transparent, and ultimately, many reduced or 
eliminated. 


Regulatory 

structure 


Regardless of the structural model chosen for the sector, the 
sine qua non of any reform project is the creation of an inde¬ 
pendent regulator. A credible regulatory body is the only way 
to balance the variety of power sector interests, giving inves¬ 
tors confidence that the sector will be operated on a commer¬ 
cial basis, protecting consumers and pressing for increases in 
efficiency. NERA makes specific recommendations on meas¬ 
ures that ensure the agency’s independence, including the 
composition and qualifications of the members, their appoint¬ 
ment process and tenure, and the funding, functions, powers, 
and standards for the agency. 

The primary responsibilities of the Model 2 regulatory regime 
are efficient tariff regulation for those parts of the industry that 
retain monopoly power and the duty and authority to promote 
and protect the competitiveness of those segments that will 
rely on the market. The grid company and distribution com¬ 
panies will operate under a monopoly franchise for a defined 
area and will be regulated with respect to tariffs and quality of 
service. The form of regulation will initially be cost of service 
but the regulator should be empowered to adopt perform¬ 
ance-based regulation to enhance the incentives for efficient 
and economical operation. The regulator will also need to 
review the efficacy of procurement activities, especially for the 
transmission company-cum-purchasing agency. 

One of the greatest challenges for the regulator of a 
Model 2 structure is to refrain from cost of service regulation 
of generation, the sector deemed to be viably competitive. Its 
regulation of generation is of procurement, the ‘buy side’ 
function of the purchasing agency, not of the ‘supply side’ or 
sale function of the independent private generator. The regu- 
ator s ro e is to assure that the procurement process is com¬ 
petitive, and then to accept the market results of that 
competitive process. 

Indeed, understanding when not to regulate, and acting on 

most difficult 

XnnM transitions from centrally 

efficl^cv’aXr structures to the 

efficacy and efficiencies of a market-oriented environment It 

comm ‘ :“’’‘’"T‘’‘'' “f government, r*y 

movrirTro’ whenever, and wherever, thiy 

*e structure to another, whenever they reform 

the fundamental model of their public utility system But 
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knowing when not to regulate a competitive market is as 
essential to the success of the reform effort as knowing how to 
regulate the monopoly entities. 

Just as the framework of regulation is determined by the 
choice of market structure, so too is the approach and meth¬ 
ods of regulating the various components of the sector. No¬ 
where is this truer than in the regulation of tariffs and pricing 
policy. The contrasts between the appropriate methods and 
levels of regulation for different parts of the industry are 
especially stark in Model 2. 

Bulk supply Model 2 assumes that generation will be competitively sold to 
and a single buyer. The wires businesses, both transmission and 
transmission distribution, and the supply businesses, at both wholesale and 
retail, are monopolies. 

As noted above, regulation of generation must focus on the 
creation and preservation of a competitive market. Regulators 
no longer need to (indeed must not) perform a detailed 
analysis of the capital and operating costs of the generating 
facilities. These facilities will be built by independent power 
producers who will bid their output into the market. Rather, 
regulators, both the electricity regulatory commission and the 
Department of Company Affairs, must ensure that the market 
is and remains competitive, that there are a sufficient number 
of sellers, and that there are no conflicts of interest stemming 
from cross-ownership. And then (the excruciatingly difficult 
part) they must trust that market to produce the least-cost 
result. The responsibilities of the regulatory commission in 
this transaction are to regulate the buyer. There they ensure 
that the monopolistic bulk supplier’s competitive bid process 
is effective and transparent, including that it has adequately 
proven its need for power, and that its proposed PPA (prob¬ 
ably long term) promotes efficiency in dispatch and includes 
incentives for efficient operation. 

One issue under review in Orissa is whether new centrally 
planned generating facilities should be subject to the process 
of competitive procurement. The difficulty arises because the 
timing of an offer of a share in a central unit may not coincide 
with the bulk supplier’s competitive bid process (or vice 
versa). Unfortunately, without such a process, neither the 
bulk supplier nor the commission will have a standard by 
which to judge whether the offer is least cost in the specific 
market in which the bulk supplier is purchasing. 

Since the bulk supplier is the monopoly provider of power 
to the distribution companies, that sale must be regulated and 


Implications 
of structure 
for pricing 
and tariff 
policy 
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Distribution 
and retail 
supply 


the prices set by tariffs. The tariff will merely pass through the 
costs of bulk supply to the distribution companies; bulk 
supply is a marketing function with no significant capital 
investment in itself and therefore any mark-up in price need 
cover only the bulk supplier’s administrative costs. Assuming 
that the bulk supplier’s approved PPAs promote efficiency by 
reflecting the marginal costs of supply and transportation, 
their wholesale tariffs should mirror the PPAs in order to 
encourage efficient consumption decisions by the distribution 
companies. These price signals will be critical as the distribu¬ 
tion companies consider the economics of demand-side 
management programmes and purchases from captive power 
plants in relation to purchases from the bulk supplier. 

Whether or not the same entity holds both the bulk supply 
licence and the transmission licence, as is likely, the tariff 
should be unbundled to identify separately the bulk supply 
and transmission functions of any charges. As the OERC 
(Orissa Electricity Regulatory Commission) noted in its paper 
on Conceptual issues of electricity tariff in Orissa, ‘to the degree 
that pricing for the individual functions can be separated with 
a monopoly structure, consumers receive clear signals regard¬ 
ing the costs of different components of the service’ (Issue 7). 
In particular, as the sector approaches privatization, ‘tariffs 
separated into their functional components inform both 
consumers and potential investors of the cost and revenue 
stream attributable to each functional entity’. Even though 
the OERC saw no pressing need to unbundle retail tariffs at 
that time, it recognized the need for a separate transmission 
tariff that could be used as a wheeling charge for captive 
power plants and other generators selling across the system. 


Model 2 assumes that the functions of distribution and retail 
supply ate monopoly services, in all probability combined in a 
single licensee, who purchases its power supply and transmis¬ 
sion services either together or separately from the bulk 
supply and transmission licensee(s) and resells them to the 
end-user. It is in the design of the distribution and retail 

iZe of *e policy 

issues surface regarding regulation and pricing. Because the 

ST" " Possibfe to contLue to 

Sm anS ” T (Model 1) 

Z e’ j regulator must balance these objectives aeainst 

tnoTSh ~ efftciencTd^ 

economic viability in the sector. Three issues of particular 

interest have arisen in Orissa (1) geographic disaggregation, 
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(2) inter-class cross-subsidiesj (3) and technical and non¬ 
technical losses. 

Disaggregation 

It is the intent of the power sector reform in Orissa to 
disaggregate the distribution and retail supply function into 
four geographical zones that can be privatized as four separate 
companies. Gridco has therefore corporatized the four zones, 
applying for four separate licences. Whether or not the zones 
are subsequently privatized, the existence of separate distribu¬ 
tion and retail supply entities raises interesting regulatory and 
pricing issues and opportunities. As noted above, the advan¬ 
tage of decentralizing the distribution and retail supply func¬ 
tion is that it places the management of the service 
component in closer proximity to customers, makes it respon¬ 
sible for the financial and operational performance of a dis¬ 
crete and measurable entity, and increases the difficulty for 
outsiders to interfere in the sector. This offers the opportunity 
for the institution of some form of performance-based regula¬ 
tion, at the very least comparisons of the efficiency of the 
performance of the four entities (yardstick regulation). 

Disaggregation does raise the issue of statewide uniform or 
zonal tariffs. In its 1998/99 tariff filing, Gridco provided the 
financial information for each of the four zones but neverthe¬ 
less requested a uniform tariff. However, in its Conceptual 
Issues paper (Issue 10) the OERC observed that while histori¬ 
cally uniform tariffs have prevailed in Orissa in spite of sig¬ 
nificant geographic cost differences, differential tariffs that 
vary in relation to cost differences generally make better use 
of society’s resources than do uniform tariffs. The commission 
stated that the principle of tariff continuity should not be 
allowed to preserve inefficient tariffs indefinitely. It noted that 
the tariffs of different electricity supply companies have been 
different from those of the SEBs in states where such supply 
companies exist. Different distribution companies may have 
different tariffs depending upon their respective costs, stand¬ 
ard of service, etc. In fact, differential tariff based on cost 
differences for different zones is a natural outcome. 

Inter-class cross-subsidies 

One of the most pressing needs for reform in the power sector 
is the elimination of inter-class cross-subsidies, which gener¬ 
ally overcharge industrial and large commercial customers in 
order to provide agricultural, domestic, and small commercial 
customers with power at prices below cost. The process is 
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politically compelling, but economically inefficient and ulti¬ 
mately not sustainable. The overcharged classes turn to alterna¬ 
tive sources of power in the form of captive power plants, leaving 
the grid except for back-up and emergency power. As they leave 
the system, rates for remaining customers inevitably rise. 

The Orissa Electricity Refrom Act recognized the need to 
eliminate cross-subsidization, requiring that tariffs not show 
undue preference to any consumer of electricity allowing 
differentiation of tariffs only according to such cost-based 
criteria such as load factor, power factor, total consumption, 
or time of use (Section 26 [5] [a]). The Act recognized that the 
government itself must fund the subsidies to any classes of 
customers or geographic areas its policies identified as deserv¬ 
ing of less than cost-based rates (Section 12[3]). It could no 
longer expect the sector itself to internally tax some custom¬ 
ers for the benefit of others. 

An advantage of the Model 2 structure, however, is that 
removal of the sector’s social obligations can occur over time. 
The OERC views the attack on sector inefficiencies as a 
multifaceted effort and has linked the elimination of cross¬ 
subsidies to improvements in the quality of power, reductions 
in technical losses and theft, and the installation of meters. 
Thus, it has adopted both a Grid Code and a Distribution 
Code, and has ordered Gridco to develop appropriate plans 
for achieving the standards of performance embodied in the 
codes, and to file these proposals along with its plans to 
reduce losses, install meters, and phase out cross-subsidies. 
Price increases to formerly subsidized consumers in the name 
of economic efficiency, the commission argues, must be 
accompanied by improvements in quality of service and in the 
efficiency of the utility’s own operations. 


lecnnicai and non-technical losses 

sector viability depends on the 
^ non of system losses. Such losses, stated the OERC, 
threaten the licensee’s financial health and keep prices un- 

IssuToT'^^'l “ (.Conceptual Issues, 

Is ue 2) The losses in 1998 in the Orissa system have been 

stimated at 46.6%. about half of which are non-technical 

y“ nd ih billing 

admineHfc in technical losses will 

nc^^ Mcanr “"“-b reductions in 

mana^mem aaemLn""^^^^ 

The issue of non-technical losses gave the OERC the 
opportunity to experiment with incentive rate^f Kng and its 
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ruling in its November 1998 tariff order in this regard was 
one of the most controversial in the order. In the 1997 order, 
the commission had not been persuaded that customers 
should bear the costs of the then estimated 42% level of losses 
(‘since it is difficult to describe operating at such levels as 
efficient’) and determined that 35% was a more reasonable 
loss level. In Section 10 of the November 1998 Tariff Order, 
the commission stated 

That decision was the result of the process that this Com¬ 
mission continually employs as it carries out its functions, 
namely balancing the interests of the licensee with those of 
its customers. We know that we must set tariffs that allow 
the licensee a reasonable opportunity to earn revenues that 
are sufficient for operating, maintaining, rehabilitating and 
expanding the system to provide a proper quality of service. 
Hozvever, we must also not force customers to pay for 
inefficient licensee behaviour. We must carry out the same 
balancing in this proceeding. 

Gridco based its 1998/99 filing on a proposal to reduce its 
total loss rate for the system from 46.6% to 41%. However, 
the commission was not convinced that Gridco had been 
efficient in reducing losses thus far, and found little in the 
record to assure them that Gridco will succeed in achieving its 
target. Rather, the commission observed 

It is equally likely that Gridco will repeat its poor perform¬ 
ance of past years and once again discover that its losses are 
higher than either the level it estimated previously or that it 
has committed to meet. Further, we remain convinced that it 
is unreasonable to expect consumers to bear the burden of 
system losses that result from Gridco’s inefficiency and 
mismanagement in this area and for tariff purposes will 
maintain the level that we accepted for the existing tariffs. 

The commission was willing, however, to consider some 
measures of performance-based tariff design. Therefore, it 
treated the amount of difference between the revenue require¬ 
ment calculated on the basis of Gridco’s estimated T&D loss 
of 41% and the revenue requirement calculated on the basis 
of the reasonable level of 35% as, what is termed in the US, a 
‘regulatory asset’. It will be considered for inclusion in the 
revenue requirement for tariff purposes only when Gridco or 
its successor licensees produce evidence of having reduced 
T&D losses to the benchmark of 35%. Below that benchmark. 
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Conclusion 


the commission was also willing to consider increasing the 
return from the existing level by one percentage point for 
every percentage decrease in theT&D losses. Such incentives 
may not be sufficient to motivate Gridco under its current 
ownership to attack the problem of non-technical basis, but 
they certainly provide an opportunity for any privately owned 
successor company. 

The OERC, as India’s first state electricity commission, has 
been clear-sighted in its approach to regulation, balancing the 
interests of the utility and the consumers and tailoring its 
scope and methods to the chosen market structure. It has 
regulated where it must, provided incentives to efficiency 
where it could, and refrained from imposing regulation where 
it was not needed. It has been a matter of considerable satis¬ 
faction to NERA to have participated in the creation of a 
commission that so well understands and discharges its mission. 
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Introduction 


For over 75 years, the SECV (State Electricity Commission of 
Victoria) was the primary body responsible for the generation, 
transmission, and distribution of electricity in Victoria, Aus¬ 
tralia. In 1993, the SECV had about 12 000 employees with a 
total generation of 36 000 GWh (gigawatt-hours) for 1.7 mil¬ 
lion customers. 

Despite strong opposition from various quarters, the gov¬ 
ernment decided to break up the SECV along vertical lines 
and privatize the whole industry. The leading newspapers 
commented that the government was likely to get about 
9 billion dollars^ for the whole SECV, whereas privatization 
receipts from distribution alone was 8.3 billion dollars. 

A part of the deregulation exercise was the setting up of a 
wholesale market for electricity, which has resulted in price 
discounts between 30% and 40% for large customers. Small 
customers, who pay a regulated ‘maximum uniform tariff’ 
received regulated price discounts up to 22% from the 1992 
price levels. 

An independent office for regulation of the industry was 
established in 1994 to ensure that the benefits of the restruc¬ 
turing of the electricity industry are passed on to customers 
both in the short and long term. 

This paper describes the reform in Victoria with particular 
focus on the competitive wholesale market for electricity, 
customer’s choice, and regulation. 


Electricity 

industry 

before 

deregulation 


The SECV was one of the largest public sector organizations 
in Australia, employing 11 986 people as on 30 June 1993. 

As the principal supplier of electricity throughout Victoria’s 
228 000 square kilometres, the SECV generated, transmitted, 
and distributed electricity to 1.7 million customers directly 
and to a further 292 000 customers who were supplied by the 
11 municipal authorities, which purchased electricity from the 
SECV. 


Dollars in this paper refer to Australian dollars. 
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The installed generation capacity including Victoria’s share 
from external sources was 7763 MW on 30 June 1993, with 
main power grid systems comprising 500, 330, 275, and 
220 kV lines. 

In 1993, the SECV made total retail sales of 4.09 billion 
dollars that resulted in a profit of 207.4 million dollars, of 
which 150 million dollars was paid as a dividend to the Victo¬ 
rian government. The SECV had an accumulated debt of 
5.9 billion dollars against an asset of 11.2 billion dollars. 


The 

deregulation 

debate 


The Victorian government describes the environment that 
lead up to the initiation of the privatization process as follows. 

When the Victorian Coalition Government was first 
elected in late 1992, Government Business Enterprises 
were an underperforming but substantial part of the 
State economy. The State Electricity Commission of 
Victoria (SECV) was one of the largest State-owned 
enterprises. 

By 1993, the SECV was carrying almost $10 billion 
of debt, and 30% of its revenue was being swallowed up 
by finance charges. Electricity prices were 40% above 
the most efficient Australian State (Queensland) and 
well short of world's best practice, despite Victoria 
having an abundance of relatively low-cost brown coal 
and gas reserves as a natural resource. Construction 
costs of new plant were 60% higher than would be 
expected under best practice and generation availability 
was around 65% compared to current availability stand¬ 
ards in excess of 90%. 

GBEs were often motivated by the availability of 
Government guaranteed capital rather than sound 
investment practices. An example of poor planning 
occurred in 1980 when the SECV presented a report to 
Government on power stations, which despite massive 
overcapacity in the system, foreshadowed the construc¬ 
tion of 21 future power stations in the Latrobe Valley. 

The Victorian Government's philosophy is that 
govertiments should not be owners of commercial en¬ 
deavours, as the inherent risks are better handled by the 
private sector. This aUows Government to concentrate on 
Its key social obligations of education, health and law 
and order — its ‘core business'. 


1 he Victorian Labour Party (opposition party) in its policy 
document argued that the majority ofVictorians opposed the 
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First stage: 
vertical 
disaggregation 


Second stage: 
introduction 
of 

competition 


Wholesale 
market for 
electricity 


sale of the SEC as it would mean a transfer of valuable, pub¬ 
licly-owned assets to overseas interests; a rushed sale at fire 
sale prices affecting state finances, leading to higher taxes; 
sell-off of the electricity industry involving higher prices and 
more fees; and the private companies seeking to maximize 
profit thus neglecting the environment. 

In August 1993, the Victorian government announced its 
intention to disaggregate the SECV into three interim operat¬ 
ing businesses, Generation Victoria, National Electricity, and 
Electricity Services Victoria, responsible for generation, 
transmission, and distribution respectively. These businesses 
commenced full operations from January 1994. 

The next stage was the creation of a competitive market 
structure that demanded further restructuring. The generation 
sector was disaggregated into five competing companies.The 
distribution and retail sectors were aggregated into five com¬ 
panies, each operating as a ring-fenced distribution monopoly 
and competitive retailer, which were progressively sold during 
1995. 

Figure 1 shows the current electricity supply industry in 
Victoria. 


The wholesale market for electricity is a set of rules and 
procedures managed by the VPX (Victorian Power Exchange), in 
conjunction with generators, customers, and network service 
providers, to centrally operate the power system. 

In this market, the generators are paid for the electricity 
they sell to the pool and the market customers pay for the 
electricity consumed. All the electricity sales and purchases 
from the spot market are based on the spot price. 
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Figure 1 Structure of the Victorian electricity supply industry 
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In October 1994, two corporate entities - VPX and the PNV 
(PowerNet Victoria) - were formed to facilitate' the creation of 
a wholesale market. The PNV owns and maintains the existing 
network assets. The VPX is responsible for the administration 
of the Victorian wholesale electricity market and system 
security. 

Under the national electricity market, which started in 
December 1998, many functions of the VPX and responsibili¬ 
ties have been transferred to the NEMMCO (National Elec¬ 
tricity Market Management Company). 

The VPX board is responsible for managing system security 
in Victoria. It has the appropriate powers vested in it by the 
Electricity Industry Act, and delegated by the Office of the 
Regulator-General (hereafter, the Office), to secure the power 
system to ensure a reliable supply of electricity to all Victorian 
consumers. 

A core requirement of the government’s reforms is that the 
system security standards not be compromised. The PNV 
owns and maintains the existing network assets. The corpora¬ 
tion s core function is to ensure that its assets are adequately 
maintained and plant performance meets the required stand¬ 
ards. The PNV also aims to achieve optimal performance of 
Its assets. 


i he principal functions of the spot market, or the pool, are to 
facilitate supply; determine the time-based price for electricity; 
and allow market forces rather than central planning to deter- 
rnine the amount, mix, and cost characteristics of generating 
plants, and the level and shape of demand. 

It provides economic price signals to generators, customers, 
and network service providers to assist the evaluation of 
alternative investment options for new generation, demand 
side management, and network augmentation with greatly 
reduced levels of government interference. 

The spot price is the time-weighted average of all five- 
minute dispatch prices in each thirty-minute trading interval 

feflecfthe prices adjusted to 

e losses associated with transmitting electricity The 
mtmmum spot price is zero, whereas the maLur^ p 
be no greater than theVoLL (value of lost load), whXs 
currently set at S5000 per MWh ^ 

m fhe S'sTelTar”" f""* 

Ulticc s Regulatory Statement is given in Annex 1. 

Before the government’s reform programme began the SFPV 

responsible for the majority of eLtric^'gt:;!^".^'^ 
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Victoria (Annex 2). On 31 January 1995, Generation Victoria 
was disaggregated into five independent and commercially 
viable generating businesses, with the SECV retaining the 
government’s interests in Loy Yang B and the Snowy Moun¬ 
tains hydroelectric scheme. Figure 2 shows the major brown 
coal- and gas-fired generating stations. 

At the time of disaggregation, each generator was ‘vested’ 
with a fixed price contract to cover for the ‘maximum uniform 
tariff’ for non-contestable customers. This contract, called the 
vesting contract, provided a transition for the generators to 
the competitive wholesale market. 

As a direct result from competition for market share in the 
wholesale market, Victoria has seen exceptionally low prices 
in the last couple of years. The average price per megawatt- 
hour of electricity has fallen from around S45 in 1994/95 to 
$14.57 in 1997/98. 


Distribution 
and retail 


Electricity distribution businesses are considered to have two 
components - the provision of a network (substations and 
wires) through which electricity may flow, and the retail sale 
of electricity, which includes billing and collection. 


Distribution 

function 


Each distribution business owns and manages the distribution 
network in the geographic area defined by its distribution 
licence. In general, the distribution businesses own and 



Energy produced (GWh) 

Figure 2 Major brown coal- and gas-fired generators 
Source Department of Treasury and Finance 
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Retail function 


Open access 


manage the network from the 66 kV circuit breaker in termi¬ 
nal stations down to and including the customer meter. 

In addition, the distribution businesses provide a range of 
field and technical services which include construction of 
substations and high and low ground voltage lines (overhead 
and underground); erection of services to customer premises 
and installation of meters; regular inspection, testing, and 
maintenance of equipment; and erection and maintenance of 
street lighting. 

The distribution function obtains income by collecting 
regulated connection and distribution network charges. The 
distribution function is expected to generate the bulk of the 
profits for each distribution business. The network charges are 
set to recover operating cost, capital costs, as well as a return 
on assets. 


The principal retail function of the distribution businesses is 
to buy and sell electricity. The industry defines customers in 
the Victorian retail market as either ‘contestable’, meaning 
customers can choose their supplier from the various licensed 
retailers operating in the market, or ‘franchise’, which means 
customers are currently unable to choose their supplier. The 
market is becoming increasingly contestable as groups of 
customers, defined by the size of their demand, follow a 
legislated timetable of deregulation into the competitive 
market (Annex 3). 

Each distribution business is the sole retailer of electricity 
to franchise customers in a defined franchise area until those 
customers are able to choose retailers. The retail arm of a 
distribution business competes with other retailers (distribu¬ 
tion businesses and independent retailers) to supply electricity 
to customers in the competitive market; provides other 
energy-related services to customers; and buys energy through 
the wholesale electricity market to supply its customers. 

Electricity distribution in Victoria is carried out currently 
by five businesses, each of which has a regulated, monopoly 
distribution network and a retail arm facing competition from 

other retailers. The Office also has granted new retail licences 
to id participants. 

oltagt networks. Open access means that an independent 

m toTuir”*’"'' ‘‘■^“ibution companies’ retail 

nZuk i^on of *e distribution 

retailermw h ’’I" ‘network tariff’ basis, 

tie ir 111 wholesale market and 

hate u delivered across a distribution company’s network 
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under the same regulated network tariff at which the distribu¬ 
tion company charges its retail arm for delivering electricity to 
its customers. A generator acting as a retailer also has the 
same access rights. So does a large non-franchise customer, 
who might want to deal directly with a generator or trade in 
the wholesale market. 

One distribution company also has open access to another 
distribution company’s network. That is, a distribution com¬ 
pany is not permitted to exploit its monopoly over its net¬ 
work. It must allow others to use its network at network tariffs 
regulated by the Tariff Order and administered by the Office. 

In summary, there are two components of a non-franchise 
customer’s purchase of electricity (1) a delivery (or transport) 
component, which is charged at a regulated maximum rate; 
and (2) an electricity (or energy) component, the price of 
which is negotiated between the non-franchise customer and 
its retailer and which is not subject to regulation. 

A simplified representation of the open access concept is 
given in Figure 3. 

Customer By January 2001, when competition is extended to every 
choice household, all domestic customers will be able to purchase 
electricity from the retailer of their choice. This is similar to 
the telecommunications industry where customers can choose 
any telephone company, which will utilize the same telephone 
wires but compete for customers and business by offering 
different packages of service and price. Customer choice in a 


Generation 


Transmission- 
regulated price 

Distribution 

company 

Distribution- 
regulated price 



Wholesale 
market 
payments for 
energy 


Figure 3 Open access (simplified) 
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Benefits of a 
competitive 
industry 



Figure 4 Timetable for customer choice 


deregulated electricity market is being introduced progres¬ 
sively as shown in Figure 4. 

While the contestable customers have achieved huge price 
reductions by shopping around for their electricity, the non¬ 
contestable or franchise customers were given guaranteed 
price reduction through legislation. 

Residential and rural domestic customers 
Prices for residential and rural domestic customers were 
frozen from July 1993 to 30 June 1996, representing a reduc¬ 
tion in real terms of around nine per cent since November 
1992. 

Small and medium businesses 

In real terms, for small and medium businesses, electricity 
tariffs are likely to be about 25% lower in December 2000 
than in July 1993. 

Price reductions until year 2000 

The legislated price reductions from July 1996 until Decem¬ 
ber 2000 will result in an overall real price reduction of 13% 
based on May 1997, CPI (consumer price index) forecasts. 
Details of the real price reductions are shown in Table 1. 

Existing residential tariff structures are preserved through 
to 31 December 2000 to ensure that rural and farm custom¬ 
ers will not be disadvantaged. Rural customers will continue 
to receive a cross-subsidy on their electricity usage following 
the year 2000. 
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Table 1 Real price reductions (1 July 1995-lJanuary2001) 



Domestic 

Small commercial 

IJuly 1995 

No change 

CPI minus 10% 

lJuly 1996 

CPI minus 2% 

CPI minus 5% 

lJuly 1997 

CPI minus 1% 

CPI minus 5% 

IJuly 1998 

CPI minus 1% 

CPI minus 1% 

lJuly 1999 

CPI minus 1% 

CPI minus 1% 

IJuly 2000 

CPI minus 1% 

CPI minus 1% 

1 January 2001 

Customer choice 

Customer choice 


The state government has built in ongoing cross-subsidies 
for country users in the reformed electricity industry which 
will last for decades. This is consistent with government 
policy to ensure there is little difference in price between 
customers in metropolitan and rural areas. 


^ The options of trade sales, public floats, or a combination of 

Third stage: considered as part of the sale strategy (Annex 4). 

privatization Given the success of the first trade sale, United Energy, the 
government used the same approach for subsequent sales. In 
each case, however, it continued to keep open the option of a 
full or partial float until it was clear that a trade sale would 
produce the best outcome for Victorian taxpayers. 

Foreign Australia’s financial markets are not sufficiently diverse or 
ownership large enough to absorb the sale of all electricity industry 
assets while maximizing sale proceeds. As a result foreign 
ownership was an important element in the privatization 
strategy. Foreign ownership has maximized value from the 
sale of the restructured sectors of the industry. It has also 
brought welcome international expertise and experience in 
the utilities sector to the operations of the distribution busi¬ 
nesses and those generators already privatized. 

To date, cash sale proceeds of approximately 18 bil ion 
dollars have been applied to reduce state debt by approxi¬ 
mately 17 billion dollars; pay local councils for municipal 
electricity undertakings - approximately 0.5 ’ 

and provide liquidity for the SECV - approximately 0.5 bill on 
dollars. In addition the state’s obligations and ^^P^ure 
relation to various power stations have been J 

approximately «2 billion. Savings arising from debt remem 
are estimated to exceed the dividends and “^er reTC ^ 
foregone by the state by 606 million dollars m 1 
718 million dollars in 1997/98. 
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Experience of 
contestable 
customers 


Regulation 


Framework 


The Regulator- 
General 


Independence 


Already, large industrial and business customers who are able 
to choose their supplier are achieving substantial savings on 
their electricity bills. A recent business survey of more than 
300 Victorian businesses by the Australian Chamber of Manu¬ 
factures showed 80% of these customers were saving between 
10% and 40% on their energy costs. Further savings will flow 
through to all customers as Victoria moves towards a fully 
competitive market in the year 2000. 

The Office of the Regulator-General was established as an 
economic regulator on 1 July 1994 under the Office of the 
Regulator-General Act 1994 (hereafter, the Act). 

The regulatory framework provided for the Victorian electric¬ 
ity industry is essentially light handed (Annex 5). The Elec¬ 
tricity Regulatory Statement states 

■ provide an unambiguous framework which maximises 
the scope for commercially negotiated outcomes; 

■ avoid placing onerous restrictions or reporting re¬ 
quirements on market participants; and 

■ include effective reserve powers to protect customers 
and correct uncompetitive market behaviour. 

That is, as far as reasonably practicable, the regulatory 
framework encourages industry participants and their 
customers to negotiate commercial outcomes with interven¬ 
tion by the Office of the Regulator-General (the Office) 
only where it is necessary to correct misuse or abuse of 
market power in the interests of competition or customers. 

The Office regularly monitors price and service levels. 

While the Office of Energy Industry Ombudsman addresses 
day-to-day customer issues, systemic complaints are 
handled by the Office. 

The Office consists of one member appointed as the Regulator- 
General on the basis of his or her knowledge of, or experience in, 
one or more of ±e fields of industry, commerce, economics, law, 
or public administration, usually for a five-year term. 

The thrust of the regulatory framework is that the Office is 
independent of the government of the day. 

The role of the government of the day is to decide policy 
issues such as the appropriate structural and regulatory 
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framework. The role of the regulator is to administer the 
policy decided by the government of the day. 

The Act provides that the Regulator-General may be sus¬ 
pended from office by the Governor in Council, but must not be 
removed from office except in accordance with that Act, 


The Office's In performing its functions and exercising its powers the 
objectives Office has the following objectives. 

H Promote competitive market conduct 
® Prevent misuse of monopoly or market power 
M Facilitate entry into the relevant market 
a Facilitate efficiency in regulated industries 
0 Ensure that users and consumers benefit from competition 
and efficiency 

(See Section 7[1] of the Office of the Regulator-General 
Act 1994.) 

The objectives of the Office under the Electricity Industry 
Act 1993 are to 

® promote competition in the generation, supply, and sale of 
electricity 

® ensure the maintenance of an efficient and economic sys¬ 
tem for the generation, transmission, distribution, supply, 
and sale of electricity 

® protect the interests of consumers with respect to electricity 
prices and the safety, reliability, and quality of electricity 
supply 

® facilitate the maintenance of a financially viable electricity 
supply industry. 

(See Section 157 of the Electricity Industry Act 1993.) 

It is legislated that in the case of a conflict between objec¬ 
tives, the Office must perform its functions and exercise its 
powers in a manner it considers best achieves the objectives in 
the Electricity Industry Act 1993. 


Community service obligations 

The dichotomy between the role of the government and the 
role of the Office means that it is for the government, not the 
Office, to decide social policy and the scope and funding o 
any community service obligations. That is, to the extent that 
there is a case for assistance to customers with special needs, 
it is not for the Office to decide who is eligible or how much 
they should receive; that is a matter for the government of the 
day, the Office has no mandate in that regard. 
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The Office regulates prices in respect of tariffs for the sale of 
electricity to franchise customers (until 31 December 2000); 
charges for connection to, and the use of, any distribution 
system; and charges for connection to, and the use of, the 
transmission system. 

Other Section 26 of the Office of the Regulator-General Act 1994 
regulatory provides that the Office may exercise such powers (including 
powers the power to make determinations) for or with respect to 
standards and conditions of service and supply, licensing, 
market conduct, and other economic regulatory matters. The 
Electricity Industry Act 1993 empowers the Office to issue 
licences that include conditions which require the licensees to 
observe standards and conditions of service and supply and 
which enable the Office to regulate the licensees’ market 
conduct. 

Enforcement powers 

If a licensee is contravening, or is likely to contravene, a 
condition of a licence and the Office considers the contraven¬ 
tion is not of a trivial nature, the Office may issue a provi¬ 
sional or final order requiring the licensee to comply with the 
condition. Failure to comply with such an order exposes the 
licensee to a penalty of $100 000 and $10 000 for each day of 
the contravention. The Office also has the same power in 
respect of a breach of a determination made by it and the 
same penalties apply. 

Power to obtain information 

The Office has the power to obtain information by way of 
licence conditions and also from those appearing before it at 
an inquiry. If the Office has reason to believe that a person 
has information or a document that may assist the Office in 
the performance of its functions, it may request the person to 
give it the information or a copy of the document. A person 
who without lawful excuse fails to comply with a request 
made under Section 27A or knowingly gives the Office infor¬ 
mation that is false or misleading is liable to a penalty of 
$10 000 or imprisonment for two years. 

New price The Office from time to time has to review and decide on new 
controls price controls for the regulated businesses. The Office is 

currently working on the development of the new price con¬ 
trols for the electricity distribution use of system charges for 
the vears 2001-2005. The principle objective of the Office in 
undertaking the review is to ensure that it delivers sustained 


Price 

regulation 
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Endnote 


incentive for the distribution companies to increase their 
efficiency and reduce cost, while maintaining and improving 
the quality and reliability of supply. 

This paper draws on 2001 Electricity Distribution price review 
framework and approach, Office of the Regulator-General, June 
1998; Australia’s National Electricity Market - An introduction, 
NEMMCO November 1991‘, Annual Report, Electricity Serv¬ 
ices Victoria, June 1994:; Annual Report, State Electricity 
Commission ofVictoria, 1990/91, 1992193; Annual Report, 
Office of the Regulator-General, Victoria, 1991198; Electricity 
Industry Regulatory Statement, Office of the Regulator-Gen¬ 
eral; Hazelwood has pricing worry, article in the Melbourne 
AGE, 25 January 1999; SECuring the Future - Labor’s policy 
for your SEC, Australia Labor Party, 1994; Victorian Electric¬ 
ity Supply Industry Tariff Order, Order in Council under 
section 158A of the Electricity Industry Act, 1993; Victoria’s 
Electricity Supply Industry - Towards 2000, Energy Projects 
Division, Department of Treasury and Finance, June 1997; 
and the Internet homepage of the Office of the Regulator- 
General at http://www.reggen.vic.gov.au. 
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Annex 1 

Commercial 

relationships 


The commercial relationships between franchise and contest- 
able segments of each distribution business and other industry 
participants are illustrated below. 


Generators 
Operate generators 
Sell power 


Supply bids. 


$ Pays for power $ Pays grid fees 


Traders 


Wholesale market 

(in NEM) hedging 


VPX administers pool price 

contracts around 


Hedging contracts around 

spot price 


pool price 



Demand 


Ai 


ty 


Power 


Grid 

VPX leases and operates 
Victorian grid 
PNV owns and maintains 
Victorian grid 


$ Pays for power $ Pays grid fees 


Retailer 

Buys and sells power 
Reads meter and issues! 


Bill^ I 


■ Power 


Distributor 

Operates distribution grid 


$ Pays bill 


Power 



Consumers 



Contesfab/e 

Larger consumers, 
option of direct access 
to wholesale market or 
choose between retailers 

- 

Consumers 
move to 
contestable 
market 
overtime 

Franchise 

Small- to medium-size 
consumers, maximum 
uniform tariffs to 2000 
Independent regulation 






Figure 1 How competition grows 


How competition works 

Many functions of the VPX (Victorian Power Exchange) will 
become the responsibility of NEMMCO in the national 
market. 

VicPool 

The VPX manages VicPool or Victoria’s wholesale electricity 
market, where VicPool sets a spot price for electricity traded 
between the generators and distribution companies. The VPX 
has the authority to approve independent retailers, other 
generators, and non-franchise customers to become pool 
members so that they may trade in this market. 

The spot or pool price for electricity is set on a half-hourly 
basis and can fluctuate as shown in Box 1 depending on 
system demand, bid prices, availability of generation and 
transmission, and weather conditions. To protect themselves 
against such fluctuations, companies trading through VicPool 
typically enter hedging contracts. 
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The pool prices shown in Box 1 were higher than the average 

expected price for the period because 

® some units of a generator were not running in that particu¬ 
lar week 

H demand was higher than average due to cold weather condi¬ 
tions. 

The VPX estimates likely demand for electricity for the 

days ahead based on weather forecasts, previous consumption 

patterns, and other relevant criteria. 

The Pool Rules of the time had the following provisions. 

B Every Wednesday, each generator submits an offer or bid to 
the VPX for the various amounts of energy it is prepared to 
deliver to the market each half hour to meet the estimated 
demand and the prices at which it is prepared to deliver 
those amounts for the following Sunday to Saturday. 

■ Based on using energy from the lowest bidder first, the VPX 
schedules the generators to meet the estimated demand and 
reserve requirements over the relevant period. 

■ The more efficient generators, which are able to offer the 
most competitive prices, are therefore likely to sell more 
electricity than less efficient producers. 

» Each day the VPX produces a forecast pool price for the 
next day, based on the estimated demand and the genera¬ 
tors’ bids. The forecast pool price for the day ahead is 
issued by 4 p.m. each day. VicPool customers therefore 
know when the pool price is expected to be high and if they 
have the ability to control their use of electricity, they may 
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choose to shift some of their use from high price periods to 
lower price periods. 

Subsequently, Pool Rules have been amended to allow for daily 
rather than weekly bidding and generator self commitment. 


Determining the pool price 

VicPooI is a marginal price market. This means that the pool 
price is intended to reflect the marginal value of electricity. It 
is based on the highest priced generator’s bid used to balance 
supply and demand in each half hour. Bids from generators 
are accepted by VicPool to balance supply and demand in 
increasing price order. The half hourly pool price is deter¬ 
mined after the event and is set at the price of the highest bid 
accepted in the half hour. This is known as the system mar¬ 
ginal price or pool price. 

All wholesale electricity is traded through VicPool at the 
pool price. All generators are paid the pool price (not their 
bid price) for the energy they supply. As any generator may set 
the pool price, a generator would not normally bid below its 
operating cost. 

In an ideal market, a generator may be expected to struc¬ 
ture its bids so that it covers, on average, the operating costs 
plus its fixed costs. This will generally be achieved by payment 
over time of pool prices which will provide each generator its 
operating cost at all times and a varying contribution to fixed 
costs at times when higher price generators are setting the 
pool price. Peaking and emergency plants are, however, likely 
to bid higher than their operating costs to earn sufficient 


revenue to remain viable. 

Large brown coal units take many hours to start up and 
cannot be rapidly stopped and restarted. These units also have 
a minimum operating level. They are often retained on line at 
a minimal operating level overnight. At times this can result in 
zero bids. Any unit operating at minimal level is, however, 
excluded from setting pool prices as it is not marginal. Zero 
pool prices may, however, occur when the marginal genera¬ 
tor s bid IS zero, e.g., in circumstances where it is running at 
close to Its minimum level. Prices can rise rapidly when an 
unplanned reduction in availability of a large low-priced unit 
requires a higher-priced reserve unit to be used. 


Managing fluctuating pool prices 

At its simplest, the wholesale electricity market 

supply and demand. In principle, the wholesale 


works on 
price of 
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electricity is cheaper when demand is low and higher when 
demand is greatest. 

Like prices in other wholesale commodity markets, the 
wholesale price of electricity, or the pool price, fluctuates as 
shown in Box 2 with regard to supply and demand factors 
and, in particular, weather conditions. 

Accordingly, a prudent purchaser enters into hedging 
contracts with generators to reduce the risk of exposure to 
fluctuating pool prices. 

Because trading in VicPooI involves some risk compared to 
purchasing through a retailer, the option of participating in 
VicPool may appeal only to relatively large customers, such as 
a major industrial user of electricity. 

There may, however, also be advantages in wholesale pur¬ 
chasing where 

» a customer is able to closely control its production process 
and schedule the process to take advantage of the half hourly 
changes in price in the wholesale electricity market or 
® a customer with a significant load is able to negotiate 
advantageous terms with a generator by direct dealing. 

As in other commodity markets, customers who enter the 
wholesale electricity market may seek to manage the risk of 
price fluctuations in the spot market by entering into hedging 
contracts. 

The National Electricity Market allows interstate genera¬ 
tors and retailers to trade their electricity through a national 
market on a basis similar to that in Victoria. 

Contracts and the wholesale market 

Because electricity generation is a capital-intensive industry 
with long-lived assets, a generator may seek to ensure its cash 
flow by entering into long-term contracts to minimize the 
financial risks that are inherent in fluctuating pool prices. 

In turn, a buyer, such as a retailer or a customer who 
participates in VicPool, may seek price stability by entering a 
long-term contract with a generator or generators. 

A customer interested in participating in VicPool will need 
to be familiar with the operation of such contracts and their 
interaction with the spot market. 

As these contracts provide a hedge against the financial 
risks inherent in fluctuating pool prices, they are sometimes 
known as hedging contracts. There are two main types of 
hedging contracts - a two-way hedge and a one-way hedge. 
The nature of these hedging contracts is described below. 
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Two-way hedge 

A two-way hedging contract will fix the price of an amount of 
electricity for both the buyer and seller. 

■ When the pool price rises above an agreed strike price^ the 
seller pays the buyer the difference. 

■ When the pool price goes below the strike price 5 the buyer 
pays the seller the difference. 

With a two-way hedging contract, the contract quantity and 
strike price may be different for different time periods and for 
different days of the week. 


Box 2 Example of a two-way hedge 

A customer buys a two-way hedging contract for 1 MW of electricity at a strike 
price of $70 per MWh for weekdays between 2 and 6 p.m. forthe month of 
May. When the pool price on any May weekday between 2 and 6 p.m. is above 
the strike price of $70 (at, say, $90), the seller will pay $20 per hour to the 
customer, being the difference between $90 (the pool price) and $70 (the 
strike price), 

When the pool price falls below the strike price of $70 to, say, $65, the 
buyer will pay the seller $5 per hour, being the difference between the strike 
price and the low pool price. 

The above example is illustrated in Box 3 which magnifies the pool prices 
shown in Box 1 capped by the two-way hedge. 

As both parties benefit from a two-way hedging contract, generally no 
option fee is charged. An option fee may, however, be charged depending on 
the strike price 


liox 3 magnifies the ‘cap’ for Tuesday, 30 May as shown in 
box 1. At 8.30 a.m. when the pool price is 5100 per MWh, 
me seller of Ae hedging contract pays the buyer $30 per hour 
being the difference between $100 (pool price at the time) 
and the S70 (strike price) for the hedge load of 1 MW. Con- 

hpfn. ih ‘■“t each of those hours, 

pooTpr^ce'^‘^*^''“''‘ between the $70 strike price and Ae $65 

One-way hedge 

A one-way hedging contract (Box 4) sets a price cap or strike 
price for an amount of electricity - the contract quanrit^T 
butcr pays the seller a fixed option fee. When Ae pool price 
goes above an agreed amount - the strike price - the Lller 
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Box 3 Pool price and a two-way hedge 
Pool price ($/MWh) 



Time of the day 


Box 4 Example of a one-way hedge 

A customer with a 1.3-MW maximum demand buys a one-way hedging contract 
for 1 MW of electricity at a strike price of $80 per MWh, for weekdays between 
9 a.m. and 5 p.m. and, say, an option fee of $500 per month. 

Every time the pool price (say, $95 at a particular hour) is above the strike 
price ($80 in this case), the seller will pay the customer $15 for that hour - 
being the difference between the pool price and the strike price. To have this 
protection as an insurance against a rise in the pool price, the customer pays 
the option fee (like an insurance premium) of $1500 each month. 

While the $ 1500 option fee may increase the customer’s bill by. say, on 
average $2 per MWh, it ensures that the customerwill not pay more than the 
strike price ($80 per MW) irrespective of the pool price, which may be much 
higherthan the strike price. 

The strike price and option fee are negotiable as between the parties - the 
higherthe strike price, the lowerthe option fee and vice versa. 

The above example is illustrated in Box 5 which magnifies the pool price as 
capped by the one-way hedge. 


pays the buyer the difference between the pool price and the 

strike price for the contracted quantity. ^ 

A one-way hedging arrangement puts a cap on a customer s 
exposure. On all the five weekdays, the pool prices are a ove 
the strike price ($80/MWh). Since the hedging agreement is 
for 1 MW only, loads above 1 MW mark are exposed to pool 
price fluctuations as shown in Box 6.The customer or t e 
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Box 5 Exposure capped by the one-way hedge (28 May 1995 [Sunday] to 
3 June 1995 [Saturday]) 

Pool price ($/MWh) 



Box 6 1 MW plus customer demand curve (Sunday to Saturday) 



Sunday Monday Tuesday Wednesday Thursday Friday Saturday 


buyer of the one-way hedge will receive payment from the 
seller for edch of the hours when the pool price is above the 
580 strike price. When the pool price is below the $80 strike 
price the buyer need not pay anything to the seller, the buyer 
keeps the benefit of the lower pool price. The cash flow is one 
way only - the seller pays the buyer when pool price is more 
than $80. 

The customer has to evaluate the probability of receiving 
these payments (when the pool price is above the strike price) 
and compare the total expected gain against the monthly 
<^ption fee paid to the seller of the hedging contract. 
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Use of a hedging contract means that the effective future 
purchase or sale price (for a given volume of electricity at a 
given time) may be known with some certainty for the period 
of the contract. 

Box 6 shows the demand curve of the customer used in the 
example in Box 4 over a week. The demand varies with the 
time of day. The maximum for the week is 1.3 MW. To mini¬ 
mize its exposure to the pool price, the customer has bought a 
cover of 1 MW only which is less than its actual maximum 
demand of 1.3 MW. Since a hedging contract has its own 
costs, the customer has to decide the level of exposure it 
wants, taking into consideration the trade-offs between an 
exposure to pool price for loads beyond 1 MW and the extra 
cost of hedging that exposure. That is, the optimal level of 
hedging contracts never completely eliminates pool price 
exposures and a residual risk is always left with the customer 
because of the fluctuations that are inherent in pool prices 
and their demand. 

The future industry provisions of the Corporations Law 
may apply to hedging contracts. 

The above example was written in 1995 with an average 
expected pool price in the vicinity of ^45 per MWh in mind. 
Box 7 is an example of recent pool price. 


Box 7 Recent low pool price 
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Annex 2 

Electricity 
generation in 
Victoria 


Brown coal-fired stations 

Victoria has brown coal reserves amounting to more than 
42 gigatonnesj or in excess of 1300 years supply at current 
production levels. Three open cut bro\vn coal mines operating 
in the Latrobe Valley -Yallourn, Loy Yang, and Morwell - 
together produce approximately 50 million tonnes of brown 
coal annually. The mines are operated by the three largest 
brown coal-fired power stations -Yallourn W, Hazelwood, and 
Loy Yang A. The Loy Yang mine that supplies Loy Yang A and 
B produces more coal than any other single mine in Australia. 

Table 1 summarizes the generation capacities ofVictoria’s 
major power stations, plus other Victorian entitlements. 


Table 1 Generation capacities of Victoria’s power stations 


Power station Nameplate Installed Energy Capacity 

rating plant generated factor 

(MW) (MW) (GWh) (%) 


Brown coal-fired 

Loy Yang A 

2000 

Hazelwood 

1600 

Yallourn W 

1450 

Loy Yang B (3) 

1000 

Energy Brix 

170 

Anglesea 

150 

Natural gas-fired 

Newport D 

500 

Jeeralang 

466 

Hydroelectric 

Kiewa Group 

184 

Dartmouth 

150 

Eildon/Rubicon/ 

Cairn Curran 

135 


4x500 

15595 

89 

8x200 

4254 

30 

2x350 

2x375 

10377 

82 

2x500 

4197 

96 

1x60 

3x30 

1x20 

601 

40 

1x150 

1030 

78 

1x500 

3062 

70 

3x80 

4x56.5 

302 

7 

2x12 

4x15.4 

6x18 

307 

19 

lx 150 

300 

46 

2x60 

6x 4.6 or less 

77 

12 


Other entitlements 

Snowy 

Hume 

Total 


1084 

25 

8414 


Source Victorian Power Exchange 


Various 


1319 

77 

41860 
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Annex 3 

Table 1 Victoria 




Retail 

competition 

timetables 

Site 

threshold 

Date of 
eligibility 

Estimated 
number of 
eligible sites 

Examples of 
customer type 

In excess of 5 MW 

December 1994 

47 

BHP Westernport 


In excess of 1 MW and 
less than 5 MW 

July 1995 

330 

Large multi-storey 
office building; 

ICI chlorine 
production plant 

Energy demand in 
excess of 750 MWh/year 
and loads less than 1 MW 

July 1996 

1500 

Paper box plant; 
small concrete plant 

Energy demand in 
excess of 160 MWh/year 
and less than 

750 MWh/year 

July 1998 

5000 

Single-storey office; 
fast food restaurant 

All remaining customers 

January 2001 

1957300 

Individual residential 

user 

Source Victorian Power Exchange 



Table 2 Australian Capital Territory 



Site 

threshold 

Date of 
eligibility 

Total energy 
(%) 

Examples of 
customer type 

In excess of 5 MW 

1 October 1997 

7.40 

University 

In excess of 1 MW and 

less than 5 MW 

1 March 1998 

18.06 

Multi-storey office 
building; 

food processing plant 

Energy demand in excess 
of 750 MWh/year and 
loads less than 1 MW 

IMay 1998 

32.18 

Supermarket; 
engineering workshop 

Energy demand in excess 
of 160 MWh/year and less 
than 750 MWh/year 

lJuly 1998 

40.74 

Fast food restaurant; 
bakery 

Less than 160 MWh/year 

lJuly 1999 

100.00 

All remaining 
customers 


Source Victorian Power Exchange and TransGrid 
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Table 3 New South Wales 


Site 

threshold 

Approximate 
annual 
power bill 

Date of 
eligibility 

Number of 

eligible 

sites 

Customer type 

In excess of 

40 GWh/year 

More than 
$2000000 

1 October 
1996 

47 

Large metro¬ 
politan; hospital; 
heavy manufac¬ 
turing plant 

In excess 

4 GWh/year 

More than 
$250000 

1 April 1997 

660 

Multi-storey office 
building; 
food processing 
piant 

In excess of 

750 MWh/year 

More than 
$75000 

lJuly 1997 

3500 

Supermarket; 

engineering 

workshop 

In excess of 

160 MWh/year 

More than 
$16000 

lJuly 1998 

10800 

Bakery: 
fast food 
restaurant 

Less than 

160 MWh/year 

Less than 
$16000 

lJuly 1999 

2700000 

All other 

New South Wales- 
based customers 


Source Victorian Power Exchange and TransGrid 


Table 4 Queensland 

Site threshold 

Date of eligibility 

In excess of 40 GWh/year 

In excess of 4 GWh/year 

In excess of 200 MWh/year 
Ail remaining customers 

January 1998 
January 1999 
January 2000 
January 2001 


Source Queensland Electricity^Reform Unit 
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Privatization proceeds (million dollars) 
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Annex 5 


Regulatory 

framework 


Legislation 


Electricity Industry 
Act 1993 

Industry-specific regulatory 
framework in Victoria 


General Laws 
For example, the future 
provisions of the Corporations 
Law and the prohibition of 
misleading conduct in the 
Trade Practices Act 1974 


Office of the Regulator- 
General Act 1994 
General framework for 
regulating government 
business enterprises in Victoria 
(e.g. electricity, gas, water) 



Regulation and Orders in Council 

Regulations (ratified by both Houses of 
Parliament), e.g. the Electricity Industry 
(Non-franchise Customers) Regulations 
1995 

Orders in Council (not requiring 
ratification by Parliament), 
e.g. the Tariff Order 




General 

regulatory 

powers 


Licences 


Regulation of certain charges 
Requirement to comply 
with industry codes 

Separation of monopoly and contestable 
functions 

Forms of licence: Generation, Transmission, 
Wholesale Electricity Market and Transmission 
Licence, Distribution, Retail, Trader 


Provided for 
in licences ^ ^ 


Industry codes of practice 

Developed by industry and approved by Office 
of the Regulator-General, cover all technical 
requirements, govern technical relabonships 
between participants. Forms of code: Pool 
Rules. System Code, Distribution Code, Supply 
1 and Sales Code. Wholesale Metering Code, 
j Retail Metenng Code_ 


I _ I _ 

Guidelines 

Issued by the Office of the Regulator-General 
Industry being consulted 
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Massachusetts 
Department of 
Telecommunications 
and Energy, 
Boston, 
USA 


James Connelly 

Creating a competitive electricity industry: 
restructuring in Massachusetts 


Transition to a liberalized environment: experiences and 
issues in regulation 183-186 


The restructuring of the electricity industry in Massachusetts 
was precipitated by a 1994 service dispute between two 
regulated, investor-owned electricity companies - the Boston 
Edison Company and the Massachusetts Electric Company. 
These two utilities disputed over serving the load of a large 
commercial customer, the Boston Metropolitan Area Transit 
Authority, a public entity with a statutory authority to pur¬ 
chase electricity at wholesale. The area served by the Transit 
Authority straddles the monopoly franchise territories of the 
two electricity companies. 

The dispute was brought before FERC (Federal Energy 
Regulatory Commission) for resolution; and the Massachu¬ 
setts Utility Commission, now called the DTE (Department 
of Telecommunications and Energy), intervened. Electricity 
and gas transactions of an interstate or a wholesale character 
are generally regulated by FERC under federal law. Regula¬ 
tion of intrastate transactions at retail level is generally re¬ 
served to the public utility commissions of the 50 states. The 
jurisdictional line is, however, not always a bright one. 

The nature of the service contract raised the issue of 
stranded investment. Whereas the two electric companies had 
formerly served only part of the Transit Authority’s load in 
their respective service territories, the winning bidder, Boston 
Edison, would now serve the Transit Authority’s entire load. 
Thus Massachusetts Electric’s wholesale contract commit¬ 
ments to serve its lost load would be stranded. 

The nature of the customer and its unique statutory 
authority to purchase at wholesale made the FERC case 
unsuitable, from DTE’s point of view, to resolving the much 
bigger question of electricity industry restructuring, including 
recovery of stranded investment. In exchange for the parties 
settling the FERC dispute, the DTE agreed to open a generic 
investigation of electricity restructuring at the state level. This 
is a salutary example of commercial conflict forcing regula¬ 
tory review and action. 

Eight months later in August 1995, after intensive investi¬ 
gation, the DTE announced a set of principles for equitable 
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restructuring. The DTE order announcing the principles 
made the seven electricity companies of Massachusetts file 
individual restructuring plans in 1997. These filings culmi¬ 
nated in 1998 with DTE adjudication. Some of these filings 
resulted in negotiated settlements between the petitioner and 
interveners. The settlements were offered to the DTE for 
review and approval, in resolution of the investigations of the 
restructuring plans of the respective companies. 

Because the DTE acts under delegated legislative authority, 
the Massachusetts legislature entered the debate. The gover¬ 
nor filed a bill with the legislature in January 1997 to ratify 
what the DTE proposed to accomplish administratively. The 
bill was also intended to authorize the DTE to do or forbear 
from doing certain matters that either were not authorized or 
were required by statute. After 10 months of consideration, 
the legislature established new policies and laws to govern the 
restructuring effort. 

The work of the legislature resulted in the Massachusetts 
Electric Restructuring Act, Chapter 164 of the Acts of 1997 
(St.1997, c.164).The Act was passed in November 1997 and 
signed into law by the Massachusetts Governor, Paul 
Cellucci.The enactment followed the principal features of the 
bill the governor had sponsored earlier that year and was 
informed by the terms of proposed settlements of electricity 
restructuring filings then pending at the DTE. The settle¬ 
ments indicated what the actors in the marketplace found 
acceptable. 

The Act also tracks comparable features of agreements 
reached between parties to the DTE adjudications of electric¬ 
ity company restructuring filings and settlements. The Act 
highlights the August 1995 principles enunciated by the DTE. 

■ Customer choice of competitive electric supplier by 
1 March 1998. 

■ A 10% rate reduction by 1 March 1998, effected through 
the Stranded Offer Service from the electric utilities. 

■ A further five per cent rate reduction by 1 September 1999, 
after divestiture of generating plant by restructured compa¬ 
nies and after securitization of net stranded investment 
costs. 

■ Investor-owned electricity companies have the opportunity 
to recover full net stranded costs after mitigation efforts are 
completed. 

" Exemption of the approximately 40 municipal (i.e., city- or 
town-owned) electricity systems from competition by 
competitive generators, provided the municipal electric 
system does not sell outside its service territory. 
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® Preservation of low-income rate subsidies. 

® Increased funding for energy-efficiency measures, 

® Increased funding for renewable energy sources. 

® Streamlining of energy facility siting to accommodate 
market competition in electric generation. 

® Opportunity for aggregation of customer load by 

marketers, brokers, municipal governments, and coopera¬ 
tive groups to accord purchasing power to smaller load 
customers. 

® Provision of a discount to farm operations. 

® Funding for consumer education to facilitate choice of 
electric supplier. 

® Restructuring of the state utility commission. 

During 1998, the DTE work was conducted against a 
background of possible popular repeal of the Act itself. Under 
the Massachusetts Constitution, certain acts of the legislature 
are subject to potential repeal by popular referendum, if 
sufficient signatures supporting a repeal proposition are 
gathered and certified to put the question of repeal on the 
ballot. The voting populace turned aside this challenge to 
electricity restructuring, when the referendum question was 
resoundingly rejected in the November 1998 election. Even 
so, the DTE had to work most of 1998 in a climate of 
uncertainty. 

Since the 1994 dispute over the electricity load of the 
Boston Transit Authority, much change has been accom¬ 
plished, but more remains to be done. Fortunately, the gover¬ 
nor has placed the governance of the DTE in the hands of a 
philosophically coherent commission rather than a debating 
society. Shared and coherent purpose has made it possible to 
keep up the challenging pace demanded by the Act. 

As of early 1999, the DTE has fully approved the restruc¬ 
turing plans for six of its seven investor-owned electricity 
companies and has the one remaining plan under investiga¬ 
tion for final action. In addition, the DTE, as required by the 
Act, issued new regulations governing information disclosure, 
competitive supplier licensing, and model terms and condi¬ 
tions for the distribution companies that will remain once the 
electricity companies have divested themselves of all generat¬ 
ing assets. 

In view of the developing convergence of former monopoly 
enterprises (e.g., electricity companies now may provide an 
array of services in addition to electricity such as telephone, 
cable television, and Internet access), the DTE also issued 
standards of market conduct governing the relationship 
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between energy companies and non-energy affiliates. These 
standards are designed to protect captive customers and other 
market participants from burdens of cross-subsidizatiouj 
while allowing electricity distribution companies to achieve 
the benefits of increased efficiency through economies of 
scope and provide customers with the same. 

In parallel with these efforts, the DTE has approved the 
generating-plant divestiture transactions by its jurisdictional 
electricity companies. In early 1999, DTE will complete its 
action on the two remaining generation-divestiture proposals, 
including what could be the first approval of a sale of a nu¬ 
clear power plant by a state-regulated electricity company to a 
competitive power producer (Boston Edison’s Pilgrim 
Nuclear Power Station to Entergy). All divestiture sales 
approved so far have achieved prices at a premium above the 
book value of the assets - in the range of 1.2 times to more 
than 6 times the book value, depending on the company. 

Further important actions that are required of the DTE 
before 1 January 2000 are listed below. 

■ Conduct comprehensive audits of claims of stranded invest¬ 
ment made by the electricity companies. 

■ Assess power purchase contracts to determine whether they 
are above-market and whether efforts have been made in 
good faith to renegotiate contract terms and prices. 

■ Approve securitization of stranded costs after divestiture, 
renegotiation, and other mitigation efforts have been inves¬ 
tigated and audited. 

■ Study the feasibility of competitive metering, billing, and 
information services. 

■ Certify municipal load aggregation plans. 

■ Approve performance-based rate plants based on service 
quality indicators. 
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Public Utilities 
Authority - 
Electricity, 
Israel 


Introduction 


Chaim Elata, David Assous, and Moshe Tsur 

Tariff setting for power: the Israeli 
experience 
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Regulation of natural monopolies by government agencies is 
an accepted practice in most western countries, and has 
recently spread to many other countries around the world. 

The main function of the regulating agency is to preserve the 
balance between the interests of consumers and those of the 
service providers in the economic environment in which 
monopolies operate. 

The onset of the energy crisis precipitated a period in 
which the economic conditions for electricity services in the 
world changed drastically. Fuel prices and interest rates 
fluctuated wildly and the cost of power plant construction 
escalated. During this period, regulation involved the compli¬ 
cated tasks of evaluating investment costs by the criteria of 
‘used, useful, and prudent’. The rates were frequently updated 
and were linked to fuel cost and the inflation that led to their 
escalation. In an attempt to increase efficiency and control 
costs, new concepts in regulation were proposed, such as 
‘incentive regulation’ and ‘price and revenue caps’.The so- 
called CPI-x (consumer price index-x) method applied an 
efficiency factor to the overall rate. Presently, various methods 
are utilized by agencies as the basis for their regulation systems. 

The establishment of the PUA (Public Utilities Authority - 
Electricity) as an independent regulatory authority in 1996 
constituted an innovation in the area of public utility service 
in Israel. As the first PUA in Israel, it was necessary to de¬ 
velop a model that would be compatible with local conditions. 
It was also important to increase the awareness of the exist¬ 
ence of, and the crucial need for, independent regulatory 
agencies and their expansion into other sectors of public 
service. 

According to the Electricity Industry Law of March 1996, 
the PUA has been granted exclusive powers in two major 
areas. The first is the periodic setting of the electricity 
base rate. The second is the determination of tariffs, taking 
into account standards, nature, and quality of the service 
provided. 
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Israel's 

electricity 

industry 


The electricity industry in Israel constitutes approximately 
2.4% of the country’s gross national product. Most of the 
economic operations in this sector are carried out by the lEC 
(Israel Electric Corporation Ltd), while other entities - the 
East Jerusalem Electric Corporation and IPPs (independent 
power producers) - play minor roles. 


The Israel According to the Israel Electricity Industry Law, the lEC at 
Electric present holds licences for the production, distribution, supply. 
Corporation and sale of electricity. These all-encompassing licences are 
valid until March 2006. The structure of the lEC can be 
divided into three sections. 


Production 

The production system covers the generation of electricity, 
which includes the various power stations. Some of the basic 
characteristics of the production system for 1997 are pre¬ 
sented in Table 1. 

There has been a significant increase in the generation of 
electricity in Israel, an average of 6.5% per year since 1987. 
The introduction in 1991/92 and 1995/96 of new coal-based 
electricity generating units affected the ratio of electricity 
production between the various units. This change also 
affected the basket of fuels consumed in electricity produc¬ 
tion. Between 1986 and 1996, the consumption of coal in 
electricity production increased by 142%, while the consump¬ 
tion of crude oil increased by only 28%. 


Transmission 

The transmission system is responsible for synchronizing the 
generation units and delivering the produced power to the 
consumer distribution grids. The system includes the power 
lines for extra-high voltage of 110 kV (187 km) and 161 kV 
U300 km), and for ultra-high voltage of 400 kV (173 km). 

It also includes the switching stations that receive electricity 
irom the power stations, as well as the load control system. 


Tablet Annual generating capacity and production by fuel type for 1997 


Installed Total installed Million kWh 
capacity capacity generated 

(MW) (%) in 1997 


Total 

production 

{%) 


Coal (steam units) 

3700 

47 

Fuel oil (steam units) 

2200 

28 

Gas Oil (gas turbines) 

1954 

25 

Total 

7854 

100 


24781 74 

8467 25 

359 1 

33607 too 
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Table 2 Distribution of customers and their rate of consumption 


Type 

Customers (%) 

Consumption (%) 

Domestic 

88.4 

30.9 

Industrial 

1.5 

26.3 

Commercial 

9.4 

30.6 

Agriculture 

0.7 

12.2 


The East 
Jerusalem 
Electric 
Corporation 


Private 

electricity 

producers 


Public Utilities 

Authority- 

Electricity 


Distribution 

The distribution system covers the distribution of electricity 
to consumers, as well as the customer support system. It 
includes the high-voltage and low-voltage lines and trans¬ 
former stations. The customer support section includes the 
company’s territorial regions and the marketing division. The 
lEC’s consumers are divided into a number of sectors (Table 2). 

The average price for electricity at present is approximately 
7 US cents/kWh. In the last nine years, the prices have de¬ 
clined by 27% in real value. 

Prior to 1967, the East Jerusalem Electric Corporation sup¬ 
plied electricity to the region west of the Jordan river, on 
behalf of the Kingdom of Jordan. At present, the Ministry of 
National Infrastructure grants the company a licence for the 
transmission and distribution of electricity. The company buys 
electricity in bulk from the lEC and supplies it to consumers 
in East Jerusalem and other specific areas. 

The private generation of electricity by independent produc¬ 
ers has operated on a relatively small scale for the past 12 
years (one per cent of the total installed generation capacity of 
the lEC in 1998). The private sector has recently started to 
grow as a result of a government resolution passed in 1995 
and the Electricity Industry Law of 1996, which contains 
provisions for the generation of electricity by private produc¬ 
ers. It allows private production of electricity up to a total of 
20% of the lEC’s installed generation capacity. 

The PUA was established under the Electricity Industry Law 
of March 1996. The law provides for the establishment of the 
PUA and defines its structure, status, functions, and power in 
the electricity industry. 


Background The establishment of a PUA to regulate the electricity indus¬ 
try in Israel traces its origin to the recommendations by 
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several committees that were active during 1992-94. These 
committees were set up by the government to examine the 
electricity rates and the desirable structure of the electricity 
industry upon expiration of the concession granted to the 
lEC.The following conclusion was presented. 

There is no doubt that the government's conflict of interests 
as the proprietor of the Israel Electric Corporation on the 
one hand, and as the regulator of electricity rates on the 
other hand, generates obstacles and complications in these 
areas, and the Committee is therefore of the opinion that it 
is necessary to separate the regulation of electricity rates 
and of consumer protection from the governmental regula¬ 
tory system, and to entrust it to an independent public 
utilities authority which will specialize in these areas and 
will be granted the power to determine electricity rates 
while balancing the interests of all the parties concerned. 

Functions and The mission of the PUA is to regulate the vital services of 

power electricity in the country. The regulation must be carried out 
at a high professional level, while maintaining a balance of 
interests between the consumers, the lEC, private electricity 
producers, and the state. The functions of the PUA are 
defined by law, and in practice include three major domains of 
activities: setting rates, determination criteria for service 
quality and its measurement, and arbitration of consumers’ 
complaints. 

Rate setting 

The law mandates the PUA to set electricity rates and deter¬ 
mine the method for their update. The law also sets the un¬ 
derlying principles that determine and update the rates. It 
states that the PUA will approve a suitable return on capital 
and determine the rates on the basis of a ‘cost principle’, 
taking the quality of services into consideration. Cost princi¬ 
ple means that each price item should reflect the cost of the 
relevant specific service, thus eliminating cross-subsidies. The 
PUA has also been granted the power to specify the manner in 
which the lEC should prepare its financial reports. It was 
given the right to disregard expenses incurred by the lEC, 
that are not required to fulfil the obligations of a vital service 
provider, as defined by the PUA. 

Quality of service and electricity 

Another essential function of the PUA is that of determining 
the criteria for the quality of service and electricity and its 
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possible linkage to the rate-setting process. Feedback from the 
public and consumer organizations are taken into considera¬ 
tion while determining these criteria. 

Arbitration 

The law mandates the PUA to act as a forum for the presenta¬ 
tion of positions and proposals from various consumer groups 
and organizations related to the electricity service in the 
country. Consumer complaints are commonly referred to the 
lEC. The PUA involves itself with consumer complaints either 
as an arbitrator or with matters of interest to the general 
public. 

The law authorizes the PUA to set standards regarding 
accounting records and public reports. It is authorized to 
compel the utility companies to submit all information it may 
deem necessary to fulfil its duties. 

A fundamental obligation of the PUA is to publicize ‘the 
Authority’s resolutions pursuant to this law’. Explanations of 
the method of determining the rates and statistical data 
should be included. Special circumstances may alter these 
procedures. 

Structure The PUA, though operating as a government agency, is totally 
independent and not subordinate to any government ministry. 
The PUA members constitute a panel of five commissioners 
who are entrusted with setting policies and passing resolu¬ 
tions necessary to carry out the PUA’s functions in accord¬ 
ance with the law. 

The PUA employees form the hired body of workers that 
carries out routine professional functions. There are two 
professional divisions, one dealing with the base rate resulting 
from the recognized expenses of the company and the other 
with the tariffs. 

The PUA’s current organizational structure is efficient. Key 
employees are aided by senior professionals, taken on as 
external consultants. Advanced work techniques are employed 
and principles of openness and clarity to the public are up¬ 
held. 

Professional Economics and Accounts Division 

divisions The Economics and Accounts Division is responsible for i e 
financial and accounting operations of the PUA. The head of 
the division leads a staff of economists who are assisted by ^ 
consultants, economists, and accountants from the academic 
field and the private sector. The division develops the eco¬ 
nomic principles and regulation methodology. Financial and 
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economic position papers are prepared to support the decision¬ 
making process of the commissioners of the PUA. 

The division’s objectives are 
H determining economic principles for regulation 
H defining the accounting rules for the regulated companies 
B determining the base rate 
B setting a fair return on equity 
B determining relevant efficiency coefficients 
B calculating marginal costs 

M determining the method for updating the base rate 
B examining the forecast for the demand for electricity. 

The division’s activities are guided by a number of funda¬ 
mental economic and accounting principles. The base rate is 
determined on the basis of incentive regulation and its com¬ 
ponents are determined normatively, wherever possible. The 
principles are simple and transparent. 

Engineering and Customer Service Division 
The organizational structure of the Engineering and 
Customer Service Division is based on three departments, 
which deal with (1) sector-based electricity rates; (2) public 
complaints (where the criteria for the quality of the service are 
analysed and defined); and (3) quality of the supplied electricity. 

Electricity rates are divided into fixed payments and 
payments for consumption of electricity. Cross-subsidies 
among customers are minimized. The cost of connecting 
consumers to the electricity grid, of customer service, etc., are 
also covered by fixed payments. The structure of electricity 
rates is characterized by two main factors (1) the type of 
connection along the transmission grid and (2) the time of 
use. The type of connection depends on the level of voltage 
acquired by the consumer. Tariffs are calculated on the basis 
of cost along the electricity supply chain, with different rates 
tor high-, medium-, and low-voltage connections. There is a 
difference in costs between periods of low and peak consump¬ 
tion. A time-of-use tariff, known asTOU, is calculated. 

In recent years, there has been noticeable effort on the part 
ot the lEC to improve service to its consumers, and enhance 
the company s image in the public eye. These efforts are 
manifested in several areas, including 

■ improvement of the company’s system of internal adminis¬ 
trative procedures 

B efforts to achieve uniform treatment of customers in all 

districts 

■ the signing of a charter between the lEC and its customers 
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m development and operation of a multi-purpose centre for 
customer service by telephone. 

Defining the nature of the service required is a difficult and 
subjective task. Information on the quality of service is gathered 
from three sources (1) inquiries by the public to the lEC and the 
PUAj (2) feedback from large consumer organizations, and 
(3) the cumulative experience in this field around the world. 

The department handles complaints by the public which 
have not received a satisfactory response from the lEC. In 
addition, the department examines the way the lEC handles 
all complaints. At the end of each year, the PUA publishes a 
report on this activity. 

The standards determined by the PUA relate to the mutual 
obligations of the utility company and the consumer. These 
standards include sanctions to be imposed on each side when 
these obligations are not fulfilled. 

Large investments by the lEC, in accordance with the govern¬ 
ment’s policy of developing the national infrastructure, form a 
significant component of the tariff. The development programme 
attempts to strike a balance between the increase in demand for 
electricity and the need for improvements in its quality. 

The quality of electricity and power outages are measured on 
a national level by the SAIDI (system average interruption 
duration index), which expresses the total cumulative number of 
outages per year for the average consumer. This index improved 
from approximately 900 minutes in 1991 to 400 minutes in 
1997. In most European countries and the US, the coefficient of 
minutes of non-supply to the consumer is much lower. 


Present and 
future tariff 
settings 

Present base 
rate and 
electricity 
tariffs 


The base rate at present is about 7 US cents/kWh. It was 
determined from the summer of 1997 to 1 January 2000, on 
the basis of the following. 

H Fuel, based on normative projected expenses for the period 
for which the tariff is valid. 

B Operation and maintenance, based on approved expenses 
from the financial reports of the lEC. 
a Capital services. Depreciation was calculated according to 
the approved expenses from the financial reports. The 
yearly return on active assets is 5.17%, linked to the official 
CPI. It was calculated according to a normative ratio of 1/3 
equity capital (6.5%) and 2/3 borrowed capital (4.5%). The 
annual return of operating working capital was set at 4.5%, 
The present recognized base rate is shown in Table 3. 
According to local rules, Israeli banks have a limitation on 
the amounts they may grant to a single borrower. Most of the 
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Table 3 Base rate, November 1998 


Type of expenses 

Rate 

(US cents) 

Total 

(%) 

Fuel 

2.0 

28 

Operation 

2.2 

31 

Return on assets and depreciation 

2.8 

41 

Total base rate 

7.0 

100 


recent outstanding loans, needed for the rapid expansion of 
the lEC, were therefore taken from overseas, in foreign cur¬ 
rency. The financial statements of the company are presented 
in the Israeli currency, the shekel. In case of a change in the 
exchange rate, adjustments have to be made in the financial 
statements of the lEC. According to accepted accounting 
principles, this adjustment will show up as a change in finan¬ 
cial expenses. In case of devaluation in the Israeli currency, 
the difference in the local value of the loans in foreign cur¬ 
rency will show up as a financial expense in the statements. 
Since the lEC is unable to protect its exposure to devaluation, 
the PUA decided to hedge a part of it. The hedged amount 
has been calculated as follows. 

■ About 60% of the total long-term loans are in foreign 
currency. 

■ The normative ratio between equity and long-term debts is 
1:3. 

■ The value of the fixed assets, recognized by the PUA on 

1 January 1998, is 22.5 billion Israeli shekels (equivalent at 
that time to approximately 6.3 billion dollars), 
a It was decided to hedge 9 billion shekels (60% x 2/3 x 22.5). 

These 9 billion shekels are linked to the real change in the 
exchange rate of a normative basket of foreign currencies. 

This regulation insured the company against huge financial 
losses, due to a sudden devaluation of the shekel. To avoid 
huge fluctuations in tariffs caused by changes in the exchange 
rate, the compensation due to the utility was spread over 
several years. In case of evaluation, the system will, in a simi¬ 
lar manner, transfer the financial income from the lEC to the 
public. 

Ongoing updating of the tariff during the period in which it 
IS in force is carried out according to the following mechanism. 

" ■ 0^ ^he price of fuel 

m the Mediterranean basin. 
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Base rate and 
electricity 
tariffs for the 
year 2000 


M The price of coal is updated according to the decisions of 
the Coal Board, on the basis of rules determined by the 
PUA. 

m The other components are, for the most part, linked to the 
CPI. 

m The tariff is automatically updated every six months, or 
whenever there is a change of at least 3.5% in the cost of 
the input basket by comparison to its last update, which¬ 
ever comes first. 

li The efficiency coefficient is applied to the entire tariff. It 
includes a fixed element of two per cent per annum, and a 
variable element, equal to one-third of the increase in 
annual consumption of electricity, exceeding five per cent. 

Cost of production varies with time, depending on the de¬ 
mand. The TOU tariffs are based on the cost of the last produc¬ 
tion unit needed at a given time (marginal production costing). 
For practical reasons, however, these tariffs have been gathered in 
clusters, according to the following principle: the clusters are 
characterized by minimum differences of demand within a 
cluster, and maximum differences between them. 

Statistical analysis has divided the year into nine clusters. 
Three seasons of demand have been defined throughout the 
year. Hours of demand have been gathered in three clusters 
throughout the day; in peak-load hours, shoulder-load hours, 
and base-load hours. The major peak in Israel is generally in 
the winter. In the past few years, summer peaks have grown, 
almost to the winter peak level.The summer peak-hour clus¬ 
ter is more extended, over hours of the day on workdays of the 
week. The winter peak-hour cluster extends over evening 
hours, as well as during daytime on week days. The base-load 
cluster is defined at night hours, and all day on Shabbat, the 
weekend day. The remainder of the year is defined as the 
transitional season. Fridays and eves of feasts are also a part of 
this cluster. Shoulder-load hours are generally day-hours, not 
defined as peak-hours, or as base-load hours. The present 
tariff structure is shown in Table 4. 

The PUA is setting a new tariff structure for the period start¬ 
ing from 1 January 2000. The new tariff structure will be valid 
for five years. It will be different from the present one as 
outlined below. 

m The base rate will be based on separate evaluations of the 
cost of production, high-voltage transmission, medium- 
voltage distribution, low-voltage distribution, and sales. 
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Table 4 Electricity tariffs, November 1998 


Type of tariff 

Subdivision 

iQ'N 

voltage 

Medium 

voltage 

High 

voltage 

Time of use 

Summer/Peak 

13.5 

11.2 

10.5 

(per kWfi in US cents) 

Summer/Shoulder 

8.8 

7.4 

6.6 


Summer/Base load 

4.1 

3.4 

3.1 


Winter/Peak 

18.8 

15.7 

14.1 


Winter/Shoulder 

8.2 

6.8 

6.1 


Winter/Base load 

4.2 

3.5 

3.2 


Transitional/Peak 

11.0 

9.1 

8,2 


Transitional /Shoulder 

8.3 

6.9 

6.2 


Transitional /Base Load 

3.9 

3.2 

2.9 

Fixed payment (US $) 

Monthly 

20.0 

20.0 

20.0 

Household, agriculture 





(per kWh in US cents) 


7.4 



Fixed payment (US $) 

Monthly 

1.9 



Street illumination 





(perkWhinUScertts) 


6.0 



Fixed payment (US $) 

Monthly 

10.1 



General 





(per kWh m US cents) 


8.2 



Fixed payment (US $) 

Monthly 

3,4 



Bulk sales 





(per kWh in US cents) 


7.2 

6.0 



These evaluations will be based on unbundled performance 
statements of the lEC. 

■ The Israel Electricity Law of 1996 sets the legal framework 
for utilizing the national grid for the sale of privately pro¬ 
duced electricity. The separate tariff, which will be deter¬ 
mined for transmission, will enable the IPPs to use the grid 
for selling directly to end-users. 

■ A benchmarking programme will compare the performance 
of the lEC with comparable units of companies elsewhere. 
The result will be the basis for the determination of sepa¬ 
rate yearly efficiency coefficients for each component of 
lEC’s activities. 

■ A special evaluation is made by external financial consult¬ 
ants to determine a reasonable rate of return on equity. 
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This rate will be applied for as long as the company is 
wholly owned by the government. 
m A recalculation of the TOU tariffs is being carried out on 
the basis of the present consumption pattern and marginal 
system costs. 

m The PUA is involved in creating the ingredients for per¬ 
formance-based regulation, which the PUA is planning to 
introduce in the future. 

The department dealing with ‘quality of supply’ has begun 
researching the data characterizing the reliability of supply 
today. Coping with this issue requires the PUA to deal with 
the following four main aspects. 

1 Quality of electricity and its measurement. Besides SAID!, 
other indices will be added, such as the number and types 
of outages. 

2 Reliability requirements of sectors of consumers. 

3 Definition of the criteria to distinguish between consum¬ 
ers in terms of their requirement for reliability. 

4 A quality-dependent tariff, with emphasis on power out¬ 
ages. The correlation between consumption and quality of 
electricity will affect the lEC’s development plans for 

the coming years and with it the tariffs for electricity in 
general. 


Transition to a liberalized environment 187-197 



Central Electricity Sanjeev S Ahluwalia 
Regulatory 

commission, y jff refortTi ill India; a review of directions 

New Delhi 

and issues 


Transition to a liberalized environment: experiences and 
issues in regulation 198-214 


Introduction 


Tariff policy is the central preoccupation of electric power 
reforms in India. This is evident not only from the emphasis 
placed on tariff reforms in the reform acts but also from the 
content of legislative and regulatory initiatives. Chapter VI of 
the ERC (Electricity Regulatory Commissions) Act, 1998 is 
devoted to energy tariff. A similar urgency is not visible to 
tackle headlong via legalisation other issues like improvement 
in the quality of supply, handling of consumer grievances, or 
introduction of choice for the consumer. These areas of 
present consumer dissatisfaction are expected to improve as a 
consequence of the general increase in efficiency of operations 
as required under the Act. This preoccupation with tariff 
policy reform, as the hallmark for successful sector reform, 
though understandable in the Indian context where financial 
bankruptcy of public electric power utilities and the conse¬ 
quential inability to bridge the demand-supply gap have been 
the primary drivers of reforms, needs to be accepted with 
caution. 

In a highly distorted retail tariff environment, as is preva¬ 
lent in India, there is threat of driving expectation of tariff 
rationalization to unachievable levels while simultaneously 
perpetrating a feeling of helplessness, if not despair, in the 
event of achievements falling short of intentions. A related 
problem with the reform tariffs or perish approach is the 
overwhelming importance given to the reduction of cross¬ 
subsidies in retail tariffs. It is nobody’s case to deny that we 
would all be better off if these cross-subsidies do not exist. 
Howev'er, to expect the political economy of compulsions 
which drove decision makers to opt in favour of such subsi¬ 
dies to suddenly disappear seems naive. It is equally naive to 
put one s faith in independent regulation’ as the immediate 
conduit to rational tariffs and financially viable utilities. 
Independent regulators, e\’'en those with a minimal commit¬ 
ment to equity, will find it very difficult to rule in favour of 
financial viability of the utility without reference to the 
allowability’ of costs which are sought to be passed onto 
consumers. High levels of managerial inefficiency, 
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inadequate institutional capacity, and the poor performance 
levels of public utilities, in general, make improvements in 
these areas much larger and immediately available pools of 
potential income as compared to the income potential from 
rationalization of subsidies. In the face of such obvious ineffi¬ 
ciencies, it is the rare regulator whose concern for the finan¬ 
cial viability of the utility will override the need to further 
consumer interests. 


Legislative 
basis of tariff 
reform 


Driven by financial emergency, falling investment, and the 
consequential increase in the energy demand-supply gap, the 
reform process has focused on tariff reform. Significant 
changes have been made, in the principles and the institu¬ 
tional structure for tariff regulation and determination, aimed 
at increasing efficiency, facilitating the entry of the private 
sector, increasing competition, and institutionalizing inde¬ 
pendent regulation. 

The Electricity Laws (Amendment) Act, 1991 provided the 
legislative basis for facilitation of private investment and 
management in this sector, which hitherto had primarily been 
managed by the public sector. Consequently, along with 
enabling changes in licensing provisions for private sector 
entry, an increase was also effected in the maximum allowable 
rate of return as prescribed in the Sixth Schedule of the 
Electricity (Supply) Act, 1948. 

Subsequently, the ERG Act, 1998 addressed tariff policy 
more substantively. Chapter VI of this Act prescribes that 
tariff must be 

B regulated and determined by the Central Electricity Regu¬ 
latory Commission for all generation entities owned by the 
central government, other generators supplying to more 
than one state, and in the case of interstate transmission 
H regulated by the Central Electricity Regulatory Commis¬ 
sion and determined by the state electricity regulatory 
commissions in the case of all other generation and trans¬ 
mission 

B earn an adequate return for, and encourage the commercial 
functioning of, generating, transmission, and distribution 
entities 

B structured to progressively reflect the costs of supply of elec¬ 
tricity at an adequately and improving level of efficiency 
■ protect the interests of the consumer particularly w'here 
service providers have dominant positions 
B based on the average costs of supply in the case of retail tariffs 
H reflective of and encourage efficiency, economy, good 
performance, and optimum investments 
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■ guided by the financial principles of the Sixth Schedule of 
the Electricity (Supply) Act, 1948. 


Far reaching as the ERC Act is, it is not a complete depar¬ 
ture from tradition. Electricity regulation in India dates to the 
turn of this century. The earliest legislation concerning elec¬ 
tricity tariffs in India was the Indian Electricity Act, 1903. 
This was amended in 1910 and one of the several stated 
objects and reasons of that amendment was the following. 

The practical effect of the present system has been 
delay...in obtaining licences...delays of this nature are 
most detrimental to the attraction of capital for the 
development of the resources of the country... 


Many private investors, even today, would sympathize with 
the predicament of the licensees at the beginning of the 20 th 
century and laud the stated intentions behind the 1910 
amendment. It seems that legislative requirements to attract 
private capital to the power sector were fairly similar to those 
required today. 

The Electricity (Supply) Act, 1948 specified tariff princi¬ 
ples and procedure in more detail. Many of the principles 
enumerated in the ERC Act, 1998 date to the Electricity 
(Supply) Act, 1948. These principles have been amplified 
from time-to-time through government notifications based on 
the investigations of expert committees. 


Administrative 
basis of tariff 
reform 


The K P Rao Committee Report, June 1990 is the basis on 
which the cost norms for central generating stations are 
decided and applied for tariff determination. This report also 
ormed the foundation for a restructuring of tariff on the basis 
0 performance orientation, time-of-use tariff, availability- 
based fixed charges, and pricing of reactive power. This was 
followed by the report prepared by the Energy Control Con¬ 
sultants on the optimum tariff structure for inter-utility power 
^ansfer and transmission tariff submitted in February 1994. 
o review these recommendations, the Government of India 
appointed a national task force which submitted its report in 
July 1996 recommending the adoption of a time-block differ- 

f two-part tariff, adjusted season¬ 

ally. This has subsequently been followed by the proposal to 
implement frequency-linked availability tariff to enforce grid 
merit ii^ptove grid conditions and security, and ensure 
order despatch. The Shankarguruswamy Report, 
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Issues in tariff 
regulation 


July 1997 has similarly laid the basis for a restructuring of 
transmission tariff and facilitation of the private sector into 
transmission. 

The post-1990 phase has been particularly active in 
re-examining the efficiency and effectiveness of the existing 
tariff arrangements. This was particularly true for retail tariffs. 
The need for progressively increasing realization towards cost 
and the need for minimum levels of cost recovery was subject 
of agreement at the level of chief ministers of the states in 
1996. The Orissa Electricity Reform Act, 1995 was the first 
attempt to codify these varied developments in the reform of 
generation, transmission, and distribution. This was subse¬ 
quently followed by a similar legislation in Haryana. In addi¬ 
tion to establishing the principles for rationalization of tariffs, 
reduction of cross-subsidies, increased use of the long-run 
marginal cost concept, these Acts emphasized the role of compe¬ 
tition in increasing the efficiency of operations and investment, 
stressed the increased involvement of the private sector, and 
established the scope and content of independent regulation. 

Significant advances had already been made through notifi¬ 
cation, state legislation, and professional and academic con¬ 
sensus regarding the directions for tariff reform. The 
achievement of the ERC Act, 1998 therefore lay not in the 
new directions it set or the principles it established. Its 
primary role was to represent the never before achieved 
national consensus on the principles which should govern 
power development in India and in particular the directions 
for the restructuring and regulation of tariffs. 

The immediate issue before the central and state regulators is 
how to make a difference. There are very high expectations 
from independent regulation. The mere externment of deci¬ 
sion-making powers from governments is expected to, some¬ 
how, show better results than in the past. The common 
perception of a good result is a ‘no regrets’ option. The trade¬ 
off is complex. 

® Regulators must balance the need to cushion the tariff 
shock of adjustment for consumers with the need to ensure 
financial viability of the utilities, particularly in the case of 
potential private investors. 

“ They must draw a fine line between ‘adequate’ and gener¬ 
ous’ returns to attract fresh capital into the sector. 

H They must preserve the ‘good’ financial performance of the 
dominant central utilities and yet create a level playing field 
between private and public utilities. 
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a They must create competitive conditions in investment and 
energy supply without disrupting short-term investment 
and growth, much of which comes from the public utilities 
operating as protected monopolies. 

H They must balance the need to unbundle aggregate costs 
for more efficient cost allocation with the incremental cost 
of such unbundling and allocation. 

« They will have to reconcile the compulsions of the local 
and the global environment, dictating a shift to full envi¬ 
ronmental cost accounting, with the short- and medium- 
term impact on economic growth, 
a They must establish clarity and continuity in regulatory 
practice without parting completely with regulatory discre¬ 
tion and innovation in adapting to a dynamic business 
environment. 

It may be instructive at this stage to examine a few critical 
tariff-related issues of regulatory interest. 

Adequacy of Under the provisions of Section 43 A(2) of the Electricity 
return (Supply) Act, the Government of India is competent to pre¬ 
scribe the tariff for central generators and other generators 
supplying power to more than one state. Under the liberalized 
regime introduced in 1991 for IPPs (independent power 
producers), the post-tax return was fixed at 16% (in the 
currency in which debt and equity was brought in) for a 
normative generation of 6000 hours per kW per year (plant 
load factor) of 68.5%. Generation above the norm could earn 
an incentive capped at 0.7% points for every additional 1% of 
generation. This generous incentive on the rather low norma¬ 
tive generation of 68.5% can earn a post-tax return (net of 
foreign exchange fluctuations, except on the incentive pay¬ 
ment) of 24% at a generation level of 80%. Hence, adequacy 
of return for IPPs is virtually assured. 

At that time five Indian private sector licensees were oper¬ 
ating in generation and distribution, whose tariff was regu¬ 
lated under the Sixth Schedule of the Electricity (Supply) Act, 
1948. The Sixth Schedule provides that the maximum return 
on the capital base (defined as the difference between gross 
fixed assets, work in progress, and working capital less cumu¬ 
lative depreciation, loans, and consumer contributions) could 
be standard rate plus one half a percentage point on the 
outstanding values of all loans. The standard rate which is the 
major component of the return is defined as a variable rate 
linked to the Reserve Bank rate (a benchmark rate at which 
the Indian Central Bank provides funds to banks) plus a 
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margin. In 199vide an amendment the margin was raised to 
5% points from 2% points over the RBI rate, in recognition of 
the needs of private investors who at that time felt comfort¬ 
able with a minimum return of around 17% (apart from 
protection against exchange risk). 

In case of central government generators, the post-tax 
return was recently revised by the Government of India to 
16% from 12%, with retrospective effect from 1995, at nor¬ 
mative generation levels ranging from 63% plant load factor 
in general to a lower level of 57% for the eastern region. 
Central government generators also earn an incentive of 
1 paise (100 paise make a rupee) per kWh for every one per 
cent increase in plant load factor above the normative level of 
generation of 6000/5500 hours per year per kW of capacity - 
very nominal as compared to the incentive available to the 
IPPs. However, central government generators are compen¬ 
sated by the fact that the base for determining return is a 
notional 50% of the depreciated value of the capital assets, 
irrespective of the actual capital structure. The SEBs (state 
electricity boards) have stated that this provides a significant 
advantage to CGS, as compared to IPPs, since optimum 
capital structures tend to be more leveraged. The real return, 
before incentive, if a CGS has an actual debt equity ratio of 
2:1 is 24% as against the nominal return of 16%.The SEBs 
claim that this significantly dilutes the disadvantage suffered 
by CGS of having higher availability targets compared to IPPs. 

Irrespective of the slope of the playing field between IPPs 
and central government generators, the abundance of genera¬ 
tion projects awaiting financial closure is evidence of the 
attractive returns to investment in generation. After liberaliza¬ 
tion in 1991 and by 1996, over 160 proposals for a generation 
capacity of more than 80 000 MW, equal to the installed 
national capacity at that time, had been received. Only a 
handful have managed financial closure. However, the reasons 
are to be found in non-tariff commercial barriers. 

Transmission is as advantageously placed as generation. A 
post-tax rate of return of 16% is assured (apart from protec¬ 
tion for exchange risk on debt and equity) at a normative 
availability of 95% as per the notification of the Government 
of India dated 17 December 1997. Achievement of a higher 
availability earns an incentive of one per cent for every one 
per cent increase in availability. The achieved availability is in 
the region of 98% and hence the average return earned in 
transmission is 19% after tax. The adequacy of return in 
transmission is illustrated by the severe competition, includ¬ 
ing that from premier foreign transmission entities as in the 
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case of the evacuation project linked to the Cogentrix and 
Nagarjuna, both Mangalore-based 2500-MW generation 
projects. This bid was finally won by National Grid of UK 
which will form a joint venture with the Karnataka State 
Electricity Board. 

The adequacy of return has, however, become an issue in 
the case of distribution. Under the provisions of the Sixth 
Schedule of the Electricity (Supply) Act, a licensee can earn a 
maximum reasonable return of 15.5% at an RBI (Reserve Bank 
of India) rate of 10.5% (5% over the RBI rate plus approxi¬ 
mately 1% additional on account of outstanding loans). In 
addition, any surplus in excess of such return, limited to 20% 
of the reasonable return, can be retained in specified ways. A 
maximum surplus, over reasonable return, of five per cent can 
be directly retained by the licensee; one half of the residual 
surplus can be retained as a tariff and dividend reserve while 
the remaining one-half has to be passed on to the consumers. 
Thus, the maximum return is around 19% at an RBI rate of 
10.5% with a maximum surplus of 20% over reasonable 


return. The Report of the Committee on Private Sector Par¬ 
ticipation in Power Distribution (March 1998, pp 72), also 
called the Coehio Committee after its Chairman, opines that 
due to the complex nature of the distribution business, re¬ 
turns in distribution should be higher than in generation. The 
report concludes that the present tariff structure could pro¬ 
vide comparable returns to distribution. However, the privati¬ 
zation experience, though admittedly shallow, has not upheld 
this view. In Orissa, no bids were received in January for one 
of the four distribution companies offered on a competitive 
basis to private investors, and only two valid bids were re¬ 
ceived for the other three companies. Inadequacy of return 
has been cited as one reason. Lack of regulatory clarity about 
the future environment has been cited as another. 

The adequacy of return to capital invested in the Indian 


power sector is a prime area of concern for regulators in view 
of the urgent need to bridge the existing demand-supply gap 
and provide the infrastructure for future growth. The subject 
acquires an immediacy, particularly in the cost-plus regula¬ 
tory regime currently followed in India. It is not useful to fix a 
static nominal value as being an ‘adequate return’. In a liber¬ 
alized environment, the adequacy of return to pull in invest¬ 
ment capital is a function of competing investment 
opportunities elsewhere in India and abroad, and the risk 
perception of the sector. There is clearly little a regulator can 
do about the opportunity cost of capital. However, regulatory 
mtiative in the minimization of risk has considerable 


Sessions Tariff setting 



205 Tariff reform in India; a review of directions and issues 


Table 1 Comparison of interest rates, rates of return, and other 
macroeconomic indicators for 1998 


Nature of investment 

Return 

RBI rate in 1998 

11%-10.5% 

Reasonable return in electric power with 


incentive at 85% generation 

19%-26% 

Prime lending rate of State Bank of India in 1998 

12.75%-14.5% 

Inflation per annum in 1998 

5.3%-8.9% 

Depreciation in Indian rupees over 1998 

7.9% 


Source RBI (1998) 


potential. This is dealt more substantively in the next section. 
Here, it may be instructive to compare the rates of return for 
different sub-sectors in electric power^ as enumerated above, 
with some reference rates in the Indian economy. Table 1 
compares the RBI rate, reasonable return in electric power, 
and the prime lending rate of the State Bank of India (the rate 
at which the premier commercial bank in India lends to prime 
corporates), and the inflation and depreciation over 1998. 

It is noteworthy that reasonable return from investments in 
power were at least six per cent more than the rate at which 
funds were available to prime corporates in India. Over this 
period, the real return in power, after discounting inflation, 
ranged between 14% and 17%, encouraged in part by the 
high real interest rates prevailing over this period. The rate of 
return, even in distribution, which was at the low end for the 
sector, was fairly comfortable, though analysis over a longer 
time span would be needed to reach any conclusions regard¬ 
ing the medium-term trend in rate of return. Clearly, despite 
an adequate tariff structure for return on investments, non-tariff 
barriers have hampered the inflow of investment. 


Risk The severe financial emergency which the electric power 
optimization sector is passing through is at the root of the heightened 

perceptions of risk in this sector. The financial crunch is most 
extreme in the distribution segment, particularly in rural 
distribution. This is evidenced by the robust balance sheets of 
generators and transmitters in comparison with distributors. 
The five private licensees also have sound fundamentals. 

However, unlike the much larger public distribution 
utilities, these are predominantly urban operations. The 
distribution sector exerts a domino effect. Cash losses in 
distribution have resulted in the progressive piling up of huge 
liabilities payable to the central generators, fuel/supphers, and 
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transporters. The outstanding payments of state utilities to 
central utilities alone increased from 110 billion rupees in 
January 1998 to 148 billion in rupees September 1998 or 
close to 30% of annual billings of these utilities. Inadequate 
cash flows have increased the risk perception of selling power 
to public distribution utilities. Generators and fuel suppliers 
have been demanding sovereign guarantees and escrow ar¬ 
rangements for reducing their risk exposure, which have not 
been forthcoming due to the ‘sink or swim’ policy decision of 
the Government of India to limit its exposure to a problem 
which is to be tackled by the states.The fact that the bulk of 
the escrowable revenue of the state utilities has already been 
allocated to existing lenders, mostly central government- 
sponsored and government-owned banks and developmental 
financial institutions, has not helped. The result has been a 
slowdown in the implementation of private generation 
projects and a cautious approach to entering distribution, 
particularly by foreign investors. 

Improving the financial status of utilities is clearly a prime 
regulatory requirement. However, this is likely to be possible 
only over the medium term, with improvements in efficiency 
of operations and rationalization of tariff as preconditions. In 
the short term, regulatory initiatives to allocate risks better 
and mitigate risks will be required. 

The primary initiative should clearly be to formulate regu¬ 
latory principles and procedures in a transparent, consensual 
manner with due regard to the weight of technical and scien¬ 
tific knowledge and ‘best practice’ methods followed else¬ 
where. The second step should be to ensure regulatory clarity, 
uniformity, and continuity. This is particularly important in 
India due to the dual tier of central- and state-level regulators 
and the large number (26) of state regulators. 

In the interim, till financial security becomes possible, 
regulators will need to intervene actively to ensure the princi¬ 
ple of equity and efficiency in the allocation and utilization of 
cash resources of regulated entities. There is a possible risk of 
regulatory overdrive and the usurpation of managerial au¬ 
tonomy. However, regulatory intervention is ensuring that 
payments are made when due, is inevitable if the rate of 
return expectations, and hence the tariff, are to be kept at 
reasonable levels. The Government of India has already pro¬ 
posed the creation of a power trading corporation which 
would mitigate the payment risk for the mega projects by 
acting as an intermediary between the mega project and the 
state-level distribution utilities and by exercising greater 
tlexibility m matching unmet demand with supply. 
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There is little a regulator can do to reduce the macroeco¬ 
nomic risk associated with currency depreciation. However, it 
seems reasonable to try and level the playing field between 
foreign and domestic investors, especially in the light of the 
unstable global situation. Unfortunately, the foreign exchange 
hedging market in India is not well developed and long-term 
cover is not available at reasonable cost. Hence, there appears 
to be no alternative to exchange-risk protection if foreign 
equity capital is to be induced into this sector. Electric 
power is a prime input into the export effort. While it may be 
administratively complex to link export benefits to the power 
supplied to export-oriented units in a very exact manner, the 
elasticity of exports to the supply of good quality power at an 
internationally competitive tariff should be considered while 
debating the desirability of exchange-risk protection for 
foreign investments in power. 

Valuation of Valuating assets on the basis of their current market value is a 
assets matter of management discretion. Sections 6 and 7 A of the 
Indian Electricity Act, 1910 provide that when a licence is 
revoked or expires, the assets must be purchased from the 
licensee at the market value. There was a clear recognition, at 
the beginning of the century, of the principles of opportunity 
cost. A licensee who was forced to surrender his licence to the 
state or a local authority was entitled to the market value of 
the assets, except to the extent financed by consumer contri¬ 
butions. By implication, the allowable cost of acquisition of 
assets and hence the capital base for determining the rate of 
return was the market value of the assets. However, the Act, 
through an amendment to the Sixth Schedule effected in 1959 
permits only the use of 'original cost in determining the 
capital base. Original cost is defined as the cost of delivery 
and erection, properly incurred, to bring the fixed asset to 
beneficial use. This concept has been criticized as being 
contrary to the concept of opportunity cost of capital since it 
could result in under-valuation of assets. The concept of 
original cost appears to have gained favour at that time to 
acquire the assets of all licensees on expiry of the licence. This 
phase gathered momentum in 1976 when a number of private 
industries were nationalized. The use of original cost effec¬ 
tively reduced the burden of acquisition. It is amusing, there¬ 
fore, to note that a reversal to the concept of revalued assets 
in defining the capital base took place in the case of Orissa 
recently. The assets of the erstwhile Orissa State Electricity 
Board were transferred to the new corporate utility, Gridco, 
created under the reform programme in 1996 on a revalued 
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basis sharply increasing the original value of 12 billion rupees 
to a new value of 23.2 billion rupees, as determined by the 
Government of Orissa. Despite the opposition of consumer 
groups to this inflation in the asset base, and hence the capital 
base, the OERC (Orissa Electricity Regulatory Commission) 
has chosen not to interfere in the transfer value through two 
tariff proceedings in 1997 and 1998. 

A revalued asset base provides the investor with higher 
volumes of cash via higher depreciation and higher levels of 
reasonable return. The net asset value is relatively easier to 
compute and understand than alternative methods of valuing 
a business, hence its popularity in privatization programmes. 
Negative asset values are difficult to justify and are perceived 
to reduce the bargaining power of the seller. Revaluation 
boosts the net worth and is seen to provide the correct price 
signals for a satisfactory sale. It is unclear as to how impor¬ 
tant such values are for the buyer who probably relies more on 
a valuation of future returns. However, there is a clear 
downside in that revaluation inflates tariff thus making the 
process of tariff rationalization more burdensome. It makes 
future consumers pay for past losses. Where customers are 
paying for subsidies enjoyed by them in the past the result is 
not iniquitous. Clearly the use of this mechanism will have to 
be judicious. Revaluation of assets by a utility which has failed 
to perform on any efficiency parameter will be viewed as a 
financial gimmick to shore up the balance sheet and is bound 
to meet regulatory and public opposition. Capital restructur¬ 
ing, accompanied by real gains in productivity and efficiency, 
on the other hand, can be viewed as a justifiable financial 
innovation of a proactive utility. This link between the transi¬ 
tion to a market-oriented liberalized framework for defining 
the capital base and the need for the utility to be seen as 
competitive and efficient provides one of the many opportuni¬ 
ties for the regulatory transformation from a cost-plus to a 
performance-based approach to rate-making. 


Unbundling 
and cost 
allocation 


The existing procedures for tariff determination use the 
concept of regional averaging of normative cost fairly exten¬ 
sively. Hence in generation, merit order despatch is not done 
on actual cost because systems do not exist to make the actual 
costs available on real time basis to load despatchers. Instead 
normative cost parameters are developed on a regional basis, 
necessarily averaging performance, within a technology or fuel 
type and are used as a proxy for actual costs. Distributors and 
other customers are not charged on the basis of the costs 
incurred on specific transmission lines used to meet their bulk 
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Marginal 
versus 
historical costs 


demand. Instead the average transmission costs of the lines, 
within each of the five regions in India, are used to determine 
the transmission tariff in the region. Retail customers are not 
charged on the actual cost of supply to meet their demand. 
Instead tariffs are determined in relation to the average cost of 
supply across all customers. Indeed the ERC Act, 1998 states 
that retail tariffs should be based on the average cost of sup¬ 
ply. The fact that non-preferential treatment of customers 
does not necessarily mean common tariffs was recognized 
even in the Indian Electricity Act, 1910. Tariffs could vary 
across customers on the basis of objective factors such as load 
and time of supply, indicating recognition, even at the begin¬ 
ning of the century, of the need to relate tariff to cost of supply. 
This is a principle which was ignored in the intervening period 
and is now being reasserted. In generation, there is recognition 
that merit order of despatch must be defined on the basis of 
actual variable cost. Private sector participation in developing 
and managing transmission lines can be best facilitated and 
competition encouraged by varying transmission charges for 
specific lines. Time discrimination in tariff determination has 
already been urged by the OERC and rudimentary time-of- 
day pricing encouraged. Fundamental to the unbundling of 
costs is the ability of the utility to meter supply at interchange 
and supply points. While conditions vary, metered customers 
form a small minority in most utilities. The Indian Electricity 
Act, 1910 makes metering mandatory. A rapid extension in 
the metering capacity for Indian utility is a precondition to 
achieve the regulatory objective of unbundling and better 
allocation of costs through tariffs. 

The use of marginal cost does not specifically find mention in 
the ERC Act, 1998. However, its use has been established by 
regulatory precedent. The OERC requires licensees to submit 
their rate cases on the basis of both historical and marginal 
costs. The enhanced use and awareness of marginal costs is 
dictated not by the economic argument alone that these 
provide the correct price signals for future investment; though 
this by itself is a powerful reason for their adoption m devel¬ 
oping economies. Equally important is the fact that the calcu¬ 
lation of marginal cost requires a precise and exact knowledge 
of future power demand an supply trends, investment costs, 
technology trends, and operational and environmental stand¬ 
ards This requires the application of sophisticated planning 
tools and procedures which, if adopted, would provide the 
externality of more efficient operations being done at present 
as well. 
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Incentives/ 

disincentives 

for 

performance 

improvements 


Performance-linked incentives are not foreign to the existing 
regulatory regime. The Sixth Schedule provides for the reten¬ 
tion by the utility of around 66% of any surplus (with a cap of 
20% reasonable return) generated by it over and above the 
reasonable return. Incentive tariffs in generation and trans¬ 
mission have been in existence for some time now. The No¬ 
vember 1998 tariff order of the OERC linked the rate of 
return to the reduction ofT&D (transmission and distribu¬ 
tion) loss. It innovatively permitted the utility a deferred 
recoupment of the efficiency gain, along with interest at the 
RBI rate, for all reductions in T&D loss below the cut-off level 
of 41%, to be available once the utility reaches a normative T&D 
loss target of 35%. In addition, reductions below the level of 35% 
will earn the utility an incentive at the rate of 1% point addi¬ 
tional return for every 1% point reduction in T&D loss. While 
an intensive review of the incentive structure in general is 
undoubtedly due, what is more crucial is a competition policy.^ 


Competition Currently competition in generation is essentially restricted to 
policy the entry level at the time of bidding for capacity addition. 

Theoretically, ‘take or pay’ arrangements and shortage should 
create conditions detrimental to the furtherance of competi¬ 
tion and efficiency. However, the poor creditworthiness of 
most public distribution utilities is exerting unique pressures 
on generators to become more competitive and efficient. 
Generators are aware that despatchability at competitive rates 
is one way to retain the appetite for their energy supply and 
hence for the release of regular payments. Low-cost plants 
will always be preferred in times of financial stringency or 
excess supply. While excess supply is a phenomenon visible 
only in the eastern region today, it can be foreseen in the 
western region as well. The efficiency enhancing effects of 
competition can be realized through the establishment of 
regional trading pools, though a national pool is constrained 
by the inadequate inter-regional transmission capacity. This 
highlights the need to facilitate entry of multiple players into 
the business of ownership and management of transmission 
assets possibly driven by the arbitrage opportunities in power 
sale across regions. In distribution, technological barriers and 
historical under investment will retard rapid evolution to 
retail supply competition. The structure of cross-subsidization 
in retail tariff similarly retards the development of open access 
to larp customers with the adverse impact on finances of the 
distribution utility, in the short/medium term till tariffs are 
rationalized. A similar competition-curbing trend is in evident 
in the Orissa restructuring model. Distributors are not 
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permitted open access and all bulk sales are the monopoly of 
the newly-created public sector transmission entities, like the 
state transmission utility and Power Grid Corporation of 
India Limited (the central transmission utility), have addi¬ 
tional and conflicting responsibility for system management 
and control under the provisions of the Electricity Laws 
(Amendment) Act, 1998. Clearly, functional unbundling of 
these distinct areas would not only enhance competitive forces 
but also enable better allocation of costs in rate design. 

The speed of tariff rationalization is constrained only by the 
likely burden on the hitherto subsidized consumers and 
impact on income generation and growth in agriculture, small 
industry, and small commercial enterprises. In general, all 
consumers at low tension are heavily subsidized. Average 
realizations of supply costs vary directly with the voltage of 
supply. On an average, low tension consumers rarely pay more 
than 40% of the historical cost of supply at that voltage while 
extra-high tension consumers may be charged 175% of the 
cost of supply at that voltage. In some states for select low 
tension consumers, power is either free or charged at flat or 
very nominal rates. These ratios of cost recovery will however 
vary depending on the system efficiency indicators, likeT&D 
loss, used to calculate the cost of supply. Using historical 
voltage-of-supply level costs as a reference point, subsidized 
customers represent more than 99% of the customer base and 
around half of the energy consumption. These ratios vary 
widely across states and utilities. However, the large base of 
subsidized customers illustrate the magnitude of the adjust¬ 
ment problem and the political economy of compulsions 
driving the adjustment strategy. 

The primary driver for retail tariff rationalization for the 
utility comes from the opportunity presented therein to cor¬ 
rect the price signals sent to consumers and to increase 
revenues. The incessant increase in industrial tariff, at rates 
far in excess of inflation during the last 15 years has, in con¬ 
junction with a poor power supply situation, driven the indus¬ 
try away from the grid into self-generation. On an estimated 
installed self-generation capacity of 10 000 MW, at a peak 
time PLF of 33% (with energy not supplied valued at 
Rs 2.50/kWh), the revenue loss to Indian utilities would 
amount to 72 billion rupees while the loss of gross profits 
would be 15 billion rupees. This is roughly equal to the out¬ 
standing payments of these state-level utilities to the central 
generating stations. There are similar though lower levels of 
potential income to be earned from other consumers currently 
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under supplied and by dispelling the supply constrained envi¬ 
ronment, which restricts the adoption of electric power inten¬ 
sive consumption patterns. These are the obvious and fairly 
considerable revenue gains for a utility from a reduction of 
the real price for electric power, for those who are being 
charged higher than the long-run marginal cost of supply. 
Similar gains will accrue through an increase in the realiza¬ 
tions from hitherto subsidized customers. The incremental 
revenue will be a function of the price elasticity of demand of 
the subsidized consumers and the ability of the utility to 
police energy supply better. Higher tariffs also increase the 
incentive to steal power. A poorly-managed utility may end up 
pushing hitherto legal consumers on the margin, into becom¬ 
ing illegal ‘tappers’ in response to sharply higher tariffs. A 
sudden fall in demand, caused by better policing and price 
hike, can result in the burden of stranded capacity cost on the 
utility for a reduced volume of energy sale. 

In contrast, the immediate revenue gains from reduction in 
line losses (at existing tariff levels) and more efficient opera¬ 
tions can be estimated at a minimum level of 70 billion rupees 
from an avoided line loss of 10% at the prevailing low average 
rates of retail supply. Successful tariff rationalization strate¬ 
gies will be those which focus on the efficiency gains from 
improved operations and not from the soft option of raising 
tariff levels alone. 

Prescriptive Improved efficiency in operations is not related to regulatory 
reorgdnizstion exhortation alone.The assumption that mere handing over of 
3nd these utilities to the private sector will generate better man- 
restructuring agement practices significant enough to solve the efficiency 
barriers facing public utilities today is also simplistic. Suc¬ 
cessful induction of the private sector requires a spirit of 
accommodation, political consensus, and stability, not evident 
in recent times. In India, the absence of an overt and immedi¬ 
ate commitment to privatization has resulted in the adoption 
of a programme of privatization by attrition. The situation is 
allow'ed to deteriorate to a level where no stakeholder has any 
residual interest left in the preservation of the public utility 
before privatization is attempted. Whether in Orissa or 
Haryana there has never been a public recognition of the loss 
of faith is public sector functioning per se.The arguments for 
privatization are presented ingeniously and obscurely couched 
m financial and economic terms. They never focus on the 
inherent managerial inability of a public utility in India or on 
the less than progressive pattern of ownership control under 
which such public utilities function. These disabilities make 
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public utilities uncompetitive and unviable. However, the lack 
of political consensus on privatization forces an extended time 
frame for reform. The downside of this approach is that if the 
privatization programme extends over long time frames and 
independent regulators are thereby forced to deal with public 
monopolies perpetually on the brink but never quite replaced 
by private operators, the efficiency gains from regulation will 
not be visible in the early years of reform. 

The case of Orissa is a good example of the pitfalls of an 
extended programme of reform and adjustment. The regulator 
is constrained in the face of an underfunded, under-provided 
public utility, perpetually in default of even its own targets. 
The utility appears overwhelmed at the extent of the challenge 
thrown to it by the circumstances of reform. The Government 
of Orissa has adopted a hands-off attitude, having abdicated 
substantive powers in favour of the regulator. After more than 
two-and-a-half years of the reform programme, there is a 
likelihood that the net inflow to the state government from 
divestment of the distribution business where the bulk of the 
reform investment was done, is likely to be substantially less 
than the financial support expended in the reform programme. 

Tariff policy reform, in the absence, or in advance of, 
structural reform, can become an ineffective instrument. To 
be effective, tariff policy must function in an environment 
conducive to the establishment of competitive benchmarks, 
where entry and exit are facilitated, factor substitution is 
possible, factor productivity rewarded, and technology infu¬ 
sion encouraged. 

The regulatory challenge in India lies in being able to 
restructure the sector by minimizing public ownership and 
management, the speed of divestment being consistent with 
the short-term objectives of ‘least disruptive but efficient’ 
reform. The induction of the private sector must be accompa¬ 
nied by the introduction of competitive forces in generation 
and bulk supply and entry-level competition in transmission, 
distribution, and retail supply. Load despatch must be on 
merit order based on the actual unit costs. The transmission 
business must be administratively and financially insulated 
from the additional responsibilities of system control and 
planning given to it by the Electricity Laws (Amendment) 

Act, 1998 and transmission costs unbundled from the aggre¬ 
gate costs of the central transmission unit/state transmission 
unit operations. Tariff must be time-differentiated for all large 
consumers and based on the long-run marginal costs of 
supply as adjusted for prescriptive rates of return in the 
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Reference 


monopoly segments of transmission, distribution, and retail 
supply to small consumers. Functional unbundling of costs 
should be encouraged for better allocation to customer classes 
in rate-making. Bulk supply must be a competitive segment 
with open access to the grid for all suppliers, distributors, and 
large consumers. It should be set competitively, through 
private contracts, with caution that retail tariffs have a glass 
ceiling dictated by the national consensus on the need for a 
gradual adjustment process meeting the minimum incremen¬ 
tal efficiency requirements. This extensive structural transfor¬ 
mation is impossible without the active involvement of all 
stakeholders. However, most particularly, regulatory initia¬ 
tives in strengthening consumer awareness and empowering 
consumer associations will provide the maximum dividends in 
harnessing the benefits of efficiency with equity. 

RBI. 1998 

Annual Report 1997198 
Mumbai; Reserve Bank of India 
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What is 

availability 

tariff 


The term ‘availability tariff’ stands for a rational tariff struc¬ 
ture for power supply from generating stations on a con¬ 
tracted basis. The power plants have ‘fixed’ and ‘variable’ 
costs. The fixed cost elements are interest on loan, return on 
equity, depreciation, O&M (operation and maintenance) 
expenses, insurance, taxes, and interest on working capital. 

The variable cost comprises the fuel cost - coal and oil in the 
case of thermal plants and nuclear fuel in the case of nuclear 
plants. In the availability tariff mechanism, the fixed and 
variable cost components are treated separately. The payment 
of fixed cost to the generating company is linked to availabil¬ 
ity of the plant, that is, its capability to deliver megawatts on a 
day-to-day basis. The total amount payable to the generating 
company over a year towards the fixed cost would depend on 
the average availability (megawatt delivering capability) of the 
plant over the year. If the average actually achieved over the 
year is higher than the specified norm for plant availability, 
the generating company would get a higher payment. If the 
average availability is lower, the payment would be lower. 
Hence the term ‘availability tariff’. This is the first component 
of availability tariff, and is termed as capacity charge. 

The second component of availability tariff is the energy 
charge comprising the variable cost of the power plant for 
generating energy as per the given schedule for the day. It may 
be noted that energy charge is not according to the actual 
generation and plant output, but is for the scheduled genera¬ 
tion. If there are deviations from the schedule (for example, if 
a power plant delivers 600 MW while it was scheduled to 
supply only 500 MW), the energy charge payment would be 
for scheduled generation (500 MW) only, and the excess 
generation (100 MW) would be paid for at a certain rate 
which would depend on the system conditions prevailing at 
that time. If the grid has surplus power at that time and 
frequency is about 50 cycles, the rate would be less. If the 
excess generation occurs at a time of generation deficit in the 
system (in which condition the frequency would be below 50 
cycles), the payment for extra generation would be at a high 
rate. 
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How the 
beneficiaries 
would share 
payments 


How the 
mechanism 
would work, 
and how 
generation 
would be 
scheduled 


To recapitulate, availability tariff would comprise of three 
components (1) capacity charge, towards reimbursement of 
the fixed cost of the plant, linked to the plant’s capability to 
supply megawatts; (2) energy charge, to reimburse the fuel 
cost for scheduled generation; and (3) a payment for devia¬ 
tions from schedule, at a rate dependent on system condi¬ 
tions. The last component would be negative in case the 
power plant is delivering less power than scheduled. 

The central generating stations in different regions of the 
country have various states of the region as their specified 
beneficiaries. The states have shares in these plants according 
to the Gadgil formula, and the shares are duly notified by the 
Central Electricity Authority or the Ministry of Power. In the 
proposed mechanism, the beneficiaries would have to pay the 
capacity charge for these plants in proportion to their share in 
the respective plants. This payment would be dependent only 
on the declared output capability of the plant for the day and 
the beneficiary’s percentage share in the plant, and not on 
how much power/energy the beneficiary wants to draw (and/or 
actually draws) from the central station. 

The energy charge to be paid by a beneficiary to a central 
station for a particular day shall be the fuel cost for the energy 
scheduled to be supplied from the power plant to this benefi¬ 
ciary on that day. In addition, if a beneficiary draws more 
power from the regional grid than the total schedu’ed to be 
supplied from the various central generating stations at that 
particular time, the beneficiary will have to pay for the excess 
drawal at a rate which would depend on the system condi¬ 
tions; the rate being low if the frequency is high and vice 
versa. 


ine process would start with the central generating stations 
in the region declaring their expected output capability for the 
next day to the RLDC (regional load despatch centre). The 
^DC would break up and tabulate these output capability 
declarations as per the beneficiaries’ plant-wise shares, and 
convey the same to the SLDCs (state load despatch centres). 

1 he latter would have to carry out an exercise to see how best 
t ey can meet the load of their consumers over the day, from 
their own generating stations and their entitlement in the 
central stations. They would also have to take care of the 
irrigation release requirements, load curtailment, etc., that 
they propose m their respective areas. The SLDCs would then 
have to convey to the RLDC how they wish to draw power 
from the central stations out of their entitlement for the day. 
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The RLDC would compile these and determine the genera¬ 
tion schedules for the central generating stations and the 
drawal schedules for the beneficiaries. These schedules would 
then be issued by the RLDC to all concerned and would 
become the operational as well as the commercial data. How¬ 
ever, there would be provision for revising the output capabil¬ 
ity declaration by central stations, the requisition by the 
beneficiaries, and accordingly the schedules, in case of contin¬ 
gencies. 

While the schedules so finalized would become the opera¬ 
tional data, and the regional constituents would be expected 
to regulate their generation and consumer load so that the 
actual generation and drawal are according to these schedules, 
deviations from these would be allowed as long as they do not 
endanger the system security. The schedules would also be 
used for determining the amounts payable as energy charges 
as described earlier. Deviations from the schedules would be 
determined in 15-minute time blocks through special meter¬ 
ing, and their deviations would be priced as mentioned ear¬ 
lier. As long as the actual generation/drawal is according to 
the given schedule, the third component of availability tariff 
would be zero; if it is below the schedule, a beneficiary would 
be paid back according to the frequency dependent rate 
specified for the deviation from schedule. 


Why is 
introduction 
of availability 
tariff 
necessary 


At present, our regional grids are operating in a very unsatis¬ 
factory manner. There are large deviations in frequency from 
the rated frequency of 50 cycles. A low frequency situation 
occurs when the total generation available in the grid is less 
than the consumer load connected at that time. This can be 
checked by enhancing the generation and/or curtailing the 
consumer load. High frequency is a result of insufficient 
backing down of generation when the total consumer load 
comes down during off-peak hours. The present tariff mecha¬ 
nisms do not provide any incentive for either backing down 
the generation during off-peak hours or for reducing the 
consumer load / enhancing the generation during peak-load 
hours. In fact, there is a financial advantage today in 
generating at a high level even when the consumer demand 
has come down. In other words, the present tariff mechanism 
encourages grid indiscipline. 

Availability tariff would directly address these issues. 
Firstly, by giving incentives for enhancing the output 
capability of the power plants, it would enable more consumer 
load to be met during peak load hours. Secondly, backing 
down during off-peak hours would not result in a financial 
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How 

everybody 
would benefit 


loss to the generating station, therefore, neutralizing present 
incentive for not backing down and raising the system fre¬ 
quency. Thirdly, the shares of beneficiaries in the central 
generating stations would acquire an unprecedented meaning. 
The beneficiaries would have well-defined entitlements, and 
they would be able to draw power up to this at normal rates of 
the respective power plants. In case of over-drawal, they 
would have to pay at a high rate during peak load hours, 
which should discourage them from over-drawal and pulling 
down the frequency. This payment would go to the beneficiar¬ 
ies who received less energy than was scheduled. 

The mechanism would streamline the operation of the re¬ 
gional grids. There would be a defined scheduling procedure 
and the constituents would be encouraged to follow the given 
schedules for generation and drawal. Any constituent which 
helps the regional grid by drawing less than his share from the 
regional grid in a deficit situation would get compensated at a 
good price for the energy not drawn (in effect, power supplied 
back to the grid). Secondly, the grid parameters would im¬ 
prove and equipment damage would reduce correspondingly. 
The only way to improve the frequency during peak load 
hours is to reduce drawals and necessary incentives would be 
provided in the mechanism. A high frequency situation should 
also get checked by encouraging reduction in generation 
during off-peak hours. Thirdly, because of clear separation 
between fixed and variable charges, generation according to 
merit order would be encouraged and pit-head stations would 
normally not have to back down. The overall generation cost 
would accordingly come down. Fourthly, a mechanism would 
be established for harnessing captive and cogenerated power 
and for bilateral trading between the constituents. 
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Exhibit 1 Characteristics of regulated rates 


1 Politically sensitive 

2 May be driven by markets, incentives, or costs 

3 May encourage or discourage energy consumption 

4 May be socially engineered 

5 Adjustment clauses may be used to collect some 
costs - purchased gas adjustments 


Exhibit 2 Utility rate-making objective 


Provide safe, reliable service at reasonable prices and 
have the opportunity (not a guarantee) to earn a 
reasonable return on invested capital 


Exhibit 3 Revenue requirement 


1 Demand forecast 

2 Cost of service study 


Exhibit 4 Rate design 


1 Long-run marginal cost study 

2 Cost allocation methodology 

3 Bill impacts 
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Exhibit 5 Cost of service rate-making model 


Cost of service rate-making model 
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Exhibit 7 Typical utility rate case drivers 

1 To provide for changes (usually increases) in cost of 
service 

■ Rate base (depreciation expense too) 

■ Operation and maintenance (labour, materials, 
supplies, and cost of gas if no tracker) 

» Taxes - income and other 

■ Rate of return (debt and equity) 

■ Capital structure mix 

2 Other changes 

® Changes in sales and transportation throughput 
volumes 

■ Changes in rate design, and terms and conditions of 
service 

■ PSC mandated changes (rate reductions, 
unbundling) 

■ New services/meet competition/incentive plans 

■ Cost trackers 

■ Implement deregulation 


Exhibit 8 Parties to the regulatory process 

Parties to the regulatory process 
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Exhibit 9 Rate case cycle 


Rate case cycle 





Exhibit 10 Sample rate case time line 
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The historical antecedents leading to the setting up of statu¬ 
tory regulatory authorities in a capitalist society such as the 
US and in India are very different. Public utilities, by their 
very nature and on the grounds of economics of massive 
capital investment, are accepted as inevitable economic mo¬ 
nopolies. The underlying philosophy has been to let the regu¬ 
latory authority do to an extent what competition would have 
done, subject to some inherent limitations. However, there 
has been no ambiguity about one major objective - the mo¬ 
nopoly shall not be allowed to misuse or abuse its mo¬ 
nopolistic power and control over the market. 

Therefore, the concept of the Public Utilities Commission 
of the US developed on the lines of being a statutory, 
independent body acting as a quasi-judicial forum. This 
involved concepts of efficiency, economy, technological inno¬ 
vations, subsidies, cross-subsidies, differential tariffs, con¬ 
sumer empowerment and citizen group participation, free 
access to information, and award of funds and grants to 
citizen groups to enable them to make effective representation 
to promote and protect consumer interest. 

The US and other western democracies have a longer and 
richer experience of the working of regulatory authorities. A 
sizeable amount of case law has also been built upon the 
aforesaid issues including the concept of unjust enrichment 
and different modus operandi to return or refund unjust 
enrichment to concerned individuals or classes of consumers 
along with appropriate accountability norms and framework. 
The US has one general legislative framework under which 
regulatory authorities have been constituted to deal with 
ditferent services. But the statutory framework is one and 
Uniterm and so also the system and the procedure. 

1 he presence of regulatory authorities in India is a recent 
phenomenon actuated by different considerations. In India, 
most utilities are in the public sector and are neither efficient 
nor economic in their operations. Being a losing proposition 
m most cases, the public services sector has not been able to 
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The need to 
build capacity 


attract investment necessary to build up the infrastructure for 
industrial and economic development of the country. A larger 
concern is whether these public utilities can provide adequate 
returns whereby they can attract fresh investment, if need be, 
even from foreign countries. 

It is not being suggested that the two historical antecedents 
are incompatible and mutually exclusive. But these concerns 
will have a bearing on approaches, modus operand!, evolution 
of criteria, and to an extent, the possibility of undermining 
consumer interest. Unlike in the US, in India, different regu¬ 
latory mechanisms have come under different statutes at 
different points of time and will continue to do so in the 
future. Consumers will have the additional problem of dealing 
with differing statutory frameworks, legal provisions, systems 
and procedures, etc. 

Utilizing the independent statutory mechanism of a regula¬ 
tory authority by consumer organizations to ensure that 
public utilities manage their affairs efficiently, economically, 
and on business principles is important. Unreasonable, unjus¬ 
tified, and non-standard costs should not be allowed to enter 
the tariff. Other considerations in terms of political interfer¬ 
ence, subsidies and leakage, losses, and theft should not 
adversely affect honest consumers. 

As India does not have a history of regulatory authorities 
which promote and protect consumer interest, capacity build¬ 
ing for consumer organizations becomes a major challenge. 
The little experience of the first visible statutory body. Securi¬ 
ties and Exchange Board of India, shows that it has not been 
effective or successful in promoting and protecting the inter¬ 
est of investors, which is its major objective. This emphasizes 
that in India there is no good role model for the regulatory 
authority which can inspire confidence and provide insight 
into effective working. 

Even though India has about 1300 consumer groups, they 
are not adequately equipped in terms of their financial, pro¬ 
fessional, and human resources. A few years ago, the Con¬ 
sumer Education and Research Centre, Ahmedabad carried 
out a study to assess the status of consumer organizations in 
India. Of the 700 consumer groups at that time, about 240 
responded to the prescribed questionnaire. Analysis of the 
data shows that 48% of the consumer groups had an annual 
expenditure of Rs 10 000 while 10% had an annual expendi¬ 
ture of Rs 20 000. 

There is a fairly wide gap between even the relatively 
resourceful groups. One consumer group with an annual 
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expenditure of 10 million rupees supported by infrastructure 
of adequate land, building, library, laboratory, computer 
facility, and 80 employees is followed by a consumer group whose 
annual expenditure is 1 million rupees and has a modest office. 

Even in the US, not all consumer groups have understood 
the technical, financial, and professional costing and account¬ 
ing intricacies and hence have not been able to make effective 
representations before regulatory bodies. However, they have 
benefited due to their concept of locus standi being wider and 
having free access to information, transparent proceedings, 
effective public hearings, and involvement of well-meaning 
social activists even at an individual level. 

Workshop to With a view to sensitize and empower consumer groups across 
empower the country to play this role, the ASCI (Administrative Staff 
consumer College of India), Hyderabad and the Consumer Educational 
groups Research Centre jointly organized a programme in Hyderabad 
from 28 to 30 December 1998. The workshop was conducted 
by the faculty of the ASCI, the chairman and commissioners 
from the Central Electricity Regulatory Commission, the 
Orissa Electricity Regulatory Commission, Haryana Electric¬ 
ity Regulatory Commission, and office bearers from the 
Power Finance Corporation, and Andhra Pradesh State Elec¬ 
tricity Board. The Consumer Education and Research Centre 
shared its earlier experience of dealing with state monopolistic 
public utilities like road, transport, electricity, telephone, 
airlines, and life insurance and contrasted this with the posi¬ 
tion in countries like the US. There also was an exchange of 
experiences on how the concept of inter-firm comparison has 
been used as a management tool and technique to identify the 
gaps in efficiency and economy of operations and even quanti¬ 
fication thereof. 

Consumer groups have a difficult role to play. On one 
hand, they have to use the services of the regulatory authori¬ 
ties to promote and protect consumer interest, and on the 
other, if regulatory authorities do not perform their statutory 
duties, consumer groups may have to challenge them and take 
them to higher courts. 

As a follow up of the Hyderabad workshop, a broad plan has 
been worked out to enable consumer groups to share informa¬ 
tion and research findings among themselves. It has also been 
clarified that such capacity development and empowerment may 
not be possible for every consumer group. Each consumer group, 
therefore, should assess its strengths and weaknesses and decide 
the direction it wants to take. 
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The next step may be similar regional workshops at four or 
five places in India where consumer groups from those re¬ 
gions can be assembled and oriented to the demands on time, 
skill, professional inputs, expertise, financial resources, etc., 
so that effective use is made of regulatory bodies. 

At the same time, consumer groups need to view the regula¬ 
tory authority not only in the context of one sector such as 
electricity, but in terms of effectively using services of other 
regulatory authorities for other services such as telecommunica¬ 
tions, insurance, investor protection, and others which may 
develop in future. It is, therefore, imperative that consumer 
groups develop professional capabilities. If they cannot, regula¬ 
tory authorities may be used more for the benefit of the provid¬ 
ers of services than for consumers of services. 

The Consumer Education and Research Centre has 
brought out the following publications which have been used 
as advocacy documents and/or submissions in court cases. 

® Bus that burdens 
® Power that Plunders 
® Power that Paralyses 

® Memorandum before Rajadhyaksha Committee to amend laws 

on Electricity 

® Memorandum before Era Sezhyan Committee on Life Insurance 
® Memorandum on proposed Bill on Insurance Regulatory Authority 
® Memorandum on Institution of Insurance Ombudsman 


The role of consumer groups should not be restricted to 
appearance before the regulatory authority on tariff fixation. 
Their role has to be larger, and must include setting stricter 
standards and labels on electrical appliances; formulating 
differential tariffs for working and non-working days, and 
peak and lean hours; providing extra incentives for energy 
conservation, environment protection, etc. This is not to 
underestimate their immediate role in terms of ensuring 
availability and quality of electricity. 


onciusion 


The cost of inefficient and uneconomical operations of utili¬ 
ties should not be transferred to consumers in terms of higher 
tariff. Consumers should be protected against unlawful gains 
by dishonest consumers. Losses on account of transmission 
and distribution beyond an optimum level should not be 
allowed to enter the tariff fixation. Competition should be 
encouraged among functional areas of generation, transmis¬ 
sion, distribution, and supply so that the ultimate consumer 
becomes the beneficiary. 
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Electric power reforms in India seem to focus on tariff policy 
in view of the financial bankruptcy of the SEBs (state electric¬ 
ity boards). However, tariff regulation can only be one of the 
instruments of the regulatory mechanism that can bring about 
reforms in the power sector and cannot be an end in itself. 
The regulatory commissions are expected to comprehensively 
look at the entire gamut of power sector performance and 
effect reforms in a holistic manner aiming at appropriate 
‘development management’ of the sector. 

In the Indian scenario of power engineers, bureaucrats, and 
back-seat driving politicians, what we have achieved in the 50 
years since Independence is quite intriguing. 

* The power sector has expanded its installed capacity from 
less than 1500 MW to more than 90 000 MW. But, with a 
population of nearly one billion, the per capita consump¬ 
tion remains less than one unit per day. 

■ Of the 420 billion units generated in 1998, nearly 

100 billion units were lost in transmission, distribution, 
and theft - an amount that would be the generated power 
of many nations around the world. 

■ Energy and peak demand continue to outstrip the supply - 
present energy shortage is 8% and peaking shortage, 11%. 

■ India has a hydro-thermal mix of 25:75 against a desirable 
mix of 40:60. The poor hydro-thermal mix has led to 
accelerated exhaustion of the fixed inventory of fossil fuels; 
atmospheric pollution and environmental pressure; fre¬ 
quent load shedding; fluctuations in voltage and frequency; 
backing down of thermal leading to low plant load factor 
and elficiency; constrained load-carrying capacity of the 
grid; and poor grid economy. Present peaking power short¬ 
ages could have been totally eliminated with the same 
installed capacity under the same investment, had 


* The views expressed in this paper are that of the author and do not 
necessarily reflect those of the organization he represents. 
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preference been given to the development of more hydro, 
leading to a judicious hydro-thermal mix. 

® Annually, the thermal plants in India generate 75 MT 
(million tonnes) of fly ash, 290 MT of CO^, 2.25 MT of 
SO,, and 1.71 MT of NO . 

® Only 2000 MW of nuclear power has been developed, 
against the expected 10 000 MW by the year 2000. 

H Non-conventional renewables are limited to little over one 
per cent of the installed capacity mix. 

“ The pricing mechanism has led to a situation whereby, on 
an average for the whole country, tariff provides for only 
about 78% of the cost of supply of power. Allowed to 
proceed unchecked, this approach has led to an annual loss 
in the industry of about 100 billion rupees, equivalent to a 
negative RoR (rate of return) of 17%. Disappointingly, the 
deterioration took place even during the period 1992-97 
when the private power policy was in place. The annual loss 
has increased from 47 billion to 100 billion rupees; the 
RoR reduced from -12.7% to -17.9%; and the tariff cover¬ 
age of cost of supply reduced from 82% to 79%. 

“ India is highly energy inefficient, generating four units of 
electricity for an end use of just one unit - nearly 25% 
being theT&D (transmission and distribution) losses and 
66.6% being the end conversion losses in several sectors 
like irrigation pumps. 

All this reflects on the poor ‘techno-economic-environmen¬ 
tal-operational ethos’ of our power systems. 

The rural energy scene in India is dismal. Nearly 400 million 
people in 77 million households have no access to electricity. 
Nearly 85 000 villages are not yet electrified. Of these, over 
18 000 are remotely located and have no hope of grid exten¬ 
sion for many decades to come, as it would be grossly uneco¬ 
nomical to extend the grid. No appropriate survey of these 
villages has been done for identifying the local sources of 
energy and load growth potential for decentralized electrifica¬ 
tion through distributed generation. 

Villages hardly get eight hours of supply in a day, with 
voltage dipping as low as 130 V against the optimum 230 V. 
The problem of low voltage is acute in many areas of rural 
distribution. This has resulted in the burning out of motors 
practically once in every two years. The estimated expenditure 
for repair of motors alone may well exceed 3 billion rupees 
per year. The corresponding expenditure on failure of trans¬ 
formers due to overloading may be around 10 billion rupees 
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Rural 
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issues 


annually. The standard voltage adopted in India for distribu¬ 
tion of power is 11 kV which is transformed to 415/240 V by 
the use of distribution transformers (nearly 2 million in 
service). The transformer failure rate in India ranges between 
9%-20% in the various states. 

With nearly 12 million pumpsets (one for every 100 Indi¬ 
ans) connected to 40 000 MW load, agriculture consumes 
one-third of the electricity provided at a highly subsidized 
tariff. Over 60% of the pumpsets are operating at an effi¬ 
ciency as low as 28%. 

The rural feeders in the distribution system are mainly re¬ 
sponsible for the highT&D losses. Fifty per cent of the sale of 
power goes to LT (low tension) consumers, contributing to 
very highT&D losses. Line losses attributed to the LT net¬ 
work are as high as 42%, which indicates very heavy technical 
losses. The technical losses in the urban system are also high, 
but due to lack of proper metering all losses are appropriated 
on the rural side. This points to the need for detailed exami¬ 
nation of technical losses and pilferage in urban as well rural 
systems. 

Technologically advanced measures like the use of energy- 
efficient amorphous metal core transformers and completely 
self-protected transformers; installation of LT switched ca¬ 
pacitors, voltage boosters, and single phase supplies; optimi¬ 
zation of the low-voltage/high-voliage ratio for the distribution 
system, etc., can help in loss minimization. System improve¬ 
ment may be made mandatory with state-of-the-art technolo¬ 
gies and energy-efficient equipment (encouraging capitalization 
of losses) leading to energy conservation. 

Metering below 132 kV level, which is almost never done, 
should be made compulsory to facilitate energy audits and 
control of losses. Without universal metering and tariff setting 
related to energy consumption (however subsidized the rate), 
it is nearly impossible to improve the power system. The SEBs 
should be given the authority to cut off supply to inefficient 
pumpsets not conforming to the norms stipulated. 

Sub-transmission and sub-distribution lines have been 
developed in a haphazard manner on a segmental basis rather 
than an integrated approach. There is a need for mandatory 
sjiStem studies for system development with optimized ben¬ 
efits. System inefficiency cannot be passed on to the clients 
for payment. 

Rural electrification being non-remunerative, it would be 
challenging to attract and motivate private parties to work in 
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rural areas. The ESCOs (energy service companies) or IRPPs 
(independent rural power producers) can be motivated to 
work in rural areas if at least 70% of their sales are from 
productive use of electricity like small-scale industries in the 
villages and the remaining 30% from the domestic sector. 

The village electrification programme, intensive household 
electrification in the villages, and the pumpset energization 
programme which remain to be completed need to be pursued 
even in the changing environment. These being non-remu- 
nerative sectors, the mandatory mechanism for their objective 
and social purposes will have to be properly built into the 
reform programme. 


enewable 
nergy issues 


The MNES (Ministry of Non-conventional Energy Sources) 
has circulated guidelines for the development of renewable 
energy systems as environment friendly alternatives to the 
conventional power system (professing concepts like wheeling, 
banking, buy-back, and third-party sale of power). Twelve 
Indian states have followed these with some modification, and 
have announced state level policies comprising incentive 
packages in the renewable energy sector. Regulatory authori¬ 
ties may support the MNES initiatives in developing grid 
quality power from renewables as well as decentralized electri¬ 
fication through local renewable sources of energy like small 
hydro, solar, wind, biomass, and hybrid systems. 

Debates continue between monopolistic SEBs and small 
private promoters of power, for example, state governments 
tend to charge water royalty on private small hydro projects, 
which do not cause any environmental distress, even though 
no royalty is charged on state sector hydro projects, thermal 
power stations that consume 3000 billion litres of water 
annually, and irrigation projects even for consumptive use. 

Though the private sector participation policy has been in 
place for the last seven years, very little headway has been 
made in respect of hydro projects in the private sector. 

Delays by both the parties are only retarding national growth. 
Revenue that can be earned by the government through 
income tax and economic growth through multiplier effect 
can be much more. Both sides take extreme positions, for 
example, the insistence of private parties on deemed genera¬ 
tion payment and the refusal of state governments to allow 
third-party sale, etc. For the developer, quick and efficient 
generation is much more valuable than the negotiating 
expenses. The ‘penny wise, pound foolish’ approach should 
be shed. 
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■ Regulation of generation/transmission tariff 

a Improvement of quality of supply: reliability, frequency/ 
voltage, etc. 

H Creation of a grid discipline: techno-economic-environ¬ 
mental-operational ethos 

B Creation of a financially viable and commercially sustain¬ 
able power system 

■ Energy conservation and loss prevention 

■ Optimization of the resource mix 

» Sustainability: resource based/integrating environmental 
concerns 

■ Reduction in theft/corruption 
B Consumer protection 

■ Investor’s confidence building 

■ Ensuring of competition, innovation, etc. 

■ Transparency and consistency 

To strategize power sector reforms, a bifocal approach must 
be adopted. The planning horizon has to extend from 5 years 
to 50 years. 

In the next 50 years, the population of India will double to 
two billion and the aspiration of the people may expand 
several-fold. With the present rate of consumption, India and 
the rest of the world will not be left with any oil or gas by 
2050. Even coal reserves are not infinite. The global consen¬ 
sus is that carbon dioxide levels of today are to be immedi¬ 
ately brought down to 60%; otherwise there may be a major 
climatic shift with the coastal populations being the worst 
affected. 

Keeping all this in view, it is the need of the hour to place 
hydro and all other non-conventional renewable energy 
sources on the proper policy mandatory framework as the 
energy of the future for sustainable development. 
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The Electricity Regulatory Commissions Act, 1998 sets the 
legal framework for the establishment of independent regula¬ 
tory commissions at the centre and in the states. The main 
role envisaged for these commissions is the establishment of 
appropriate tariffs for various classes of electricity consumers, 
as well as for electricity sales between generating and trans¬ 
mission companies both within a state and between states. 

The mandate of the commissions is to ensure fair pricing that 
protects the economic interests of the suppliers and the users. 
The mandate also calls upon the commissions to promote 
energy efficiency and ensure environmental compliance. This 
mandate is driven by the current financial crisis brought 
about by the economic non-viability of the SEBs (state elec¬ 
tricity boards), largely due to non-remunerative tariffs and 
organizational inefficiencies. The current concern of all 
stakeholders, particularly those associated with electricity 
supply, is the establishment of institutional frameworks and 
methodological processes that allow the sector to make the 
transition towards financial viability. This has lead to the 
ongoing process of unbundling (and possibly privatizing) the 
SEBs into generation, transmission, and distribution compa¬ 
nies. Much effort is also being invested into the ways and 
means to devise electricity transfer prices between these 
companies, and the sale prices between the distribution 
companies and the end-users. 

In the quest for ensuring financial viability of the sector, 
the issue of protecting the medium- and long-term interests of 
electricity users has taken a back seat. In fact, the only 
approach that has been brought forward for discussion is the 
application of an energy efficiency deflator to tariffs after they 
have been set at a viable level. The purpose of this paper is to 
expand the debate concerning ways and means to protect the 
longer-term interests of the consumers. Indeed, tariff de¬ 
creases (brought about by an efficiency deflator) can again 
lead to financial non-viability unless accompanied by appro¬ 
priate technological change. This paper highlights the regula¬ 
tory processes that must be put into place in order to meet the 
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goal of consumer protection while maintaining the financial 
viability of the supply industry. 

To accomplish this goal, the regulatory process needs to 
address the issues of access, generation mix, and global cost 
minimization. Current strategies for enhancing access (par¬ 
ticularly that of rural households) have relied on subsidized 
grid expansion and electricity supply. Electricity service to 
rural households continues to be poor because of the high 
cost (and high losses) associated with both infrastructure 
development and energy supply. This implies that alternative, 
less-costly methods for enhancing energy access (such as 
distributed generation) need to be promoted. At the same 
time, the current planning process favours investments in 
enhancing generation facilities even when investments in use 
conservation are economically more efficient. This investment 
divide needs to be bridged. Finally, over the past few decades, 
there has been an increasing emphasis on thermal power in 
the country’s generation mix. This is primarily because of the 
lower capital costs and shorter gestation period of thermal 
power projects. However, it has resulted in a loss of diversity 
in the generation mix implying reduced capacity to manage 
future uncertainties (of saturating efficiencies, environmental 
constraints, and resource and transportation limitations). 
Consequently, diversity optimizing strategies (to balance costs 
with future uncertainties) are needed. 

The three regulatory goals that emerge from this discussion 
are (1) ensuring IRP (integrated resource planning); (2) enabling 
distributed generation; and (3) managing diversity of the 
pneration mix. The rationale for each of these goals, and the 
issues involved in their implementation are discussed below. 

Integrated resource planning encourages the electricity supply 
companies to weigh the relative benefits of enhancing electric¬ 
ity generation and enhancing end-use efficiency. This 
approach, therefore, reduces the global investment needs of 
the economy, and keeps the costs to consumer in check. The 
process would encourage investment by the electricity supply 
industry (through what is called the DSM [demand-side 
management]) in energy-efficient end-use devices such as 
solar water heaters, compact fluorescent lamps, and efficient 
appliances. The by-product of the process would be lower 
environmental emissions because of the constrained growth in 
electricity generation. 

However, the implementation of the IRP process in the 
unbundled industry is complex. The distribution company 
will shy away from making investments in end-use efficiency 
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since it does not gain the associated benefits of avoided 
investments in generation capacity. The benefits of a DSM 
programme would only accrue to the electricity supply indus¬ 
try if the investment decisions of the generation company and 
the distribution companies are meshed together, and linked 
with the electricity tariff for the consumer. This linkage can 
only occur at the regulatory commission. However, the 
analytical framework within which this decision-making 
would occur needs to be developed. This IRP framework 
would need to transparently convey to all the stakeholders the 
conditions in which the DSM is in the best economic interest 
of each of them. It would also need to build consensus on 
performance norms and benchmarks for future years to pro¬ 
vide the requisite signals for cost reduction to the electricity 
supply industry. 


Distributed 

generation 


It does not make economic sense to supply electricity to rural 
communities from centralized generation plants through long 
distribution lines. It has been shown, time and again, that 
local electricity generation and distribution is more cost- 
effective under most circumstances. This highlights the need 
for enabling the establishment of local grids and distributed 
generation. Operationalizing such systems is, however, diffi¬ 
cult from a regulator’s perspective. The first issue is whether 
the local grid operator would be an independent franchisee or 
a sub-franchisee of a larger distribution company. In either 
case, the regulator will have to contend with the issue of 
appropriate user tariffs for this local grid. This is because 
while the electricity cost from distributed generation / local 
grid would be less than that from grid extension, it would still 
be higher than that for urban and industrial consumers. 
Consequently, a framework to manage financial flows is 
needed which would allow cross-subsidization of local grids 
by the urban and industrial distribution systems. Else, the 
regulator would have to set higher tariffs for rural consumers 
so as to make the local grid operation viable. 


Diversity of 
the generation 
mix 


The bulk of the generating capacity today consists of pulver¬ 
ized coal boiler and sub-critical steam turbine technologies. 
The strategy of focusing on this technology has resulted in a 
number of benefits, such as lower capital and operating costs, 
higher availability, and large-scale transfer of learning and 
experience. The disadvantage is that this technology is now 
reaching the limits of conversion efficiency, and any further 
increases in efficiency would be possible only with new tech¬ 
nologies such as super-critical boilers and integrated coal 
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gasification / combined cycle power plants. The current tech¬ 
nologies are also facing limits to cost-effective compliance 
with environmental regulation. Further tightening of environ¬ 
mental norms would lead to major increases in electricity 
cost, unless new technologies (including many renewable 
energy technologies) are adopted. It is clear that in the years 
ahead, constraints on coal supply and its transportation, as 
well as stricter environmental norms would force the intro¬ 
duction of new technologies. The learning associated with 
new technologies is costly, and occurs over a relatively long 
(5-10 years) period. This makes sudden changes in the gen¬ 
eration mix extremely expensive for the consumer. Therefore, 
it is better to promote diversity in generation technology with 
a view to enhancing the (cost and technical) performance of 
newer technologies. This approach of diversity optimization 
weighs current costs associated with new technologies against 
the costs of uncertainties in the operating environment in the 
years ahead. 

The regulator would need to devise a framework to manage 
generation diversity. The main goal of this framework would 
be to encourage the ‘coming of age’ of new technologies. An 
interesting approach has been the NFFO (non-fossil fuel 
obligation) in the UK. Under this programme, a set-aside for 
electricity from renewables has been mandated. This set-aside 
percentage is procured competitively; in the process, the price 
of wind electricity has dropped from about 8-9 pence to 
about 4 pence over six years. The regulator’s framework for 
generation diversity would also need to address the issue of 
cross-subsidization of the (initially) high-cost electricity from 
the new technologies. This subsidy could be drawn from the 
overall pool of generated electricity, or could be earmarked by 
the government (as is currently being done by the Ministry of 
Non-Conventional Energy Sources for electricity from 
renewables). 

There is a need for the development of three sets of analytic 
frameworks by the regulatory commissions to protect the 
medium- and long-term interests of the electricity consumers. 
The issues that would need to be addressed by the regulatory 
commissions in establishing these frameworks range from 
issues of cross-subsidization to those of long-term 
benchmarking, financial engineering, and institutional inter¬ 
facing. 

Pilot projects in specific regions would need to be devel¬ 
oped and implemented in order to understand the trade-offs 
involved in implementing these frameworks. Local grids in 
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Orissa, wind electricity in Gujarat, and the DSM in Haryana 
could be pilot projects initiated and coordinated by the regu¬ 
latory commissions in those states. Within these pilot projects, 
the capacity to plan and implement the regulatory goals could 
be built up in the regulatory commissions and in the other 
stakeholders, such as the unbundled companies and electricity 
users. The experience would provide an indication of the 
complexity in managing these frameworks, the time required 
to initiate them, and the benefits that would accrue from 
them. 
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The process of modifying long established political and gov¬ 
ernmental institutions and practices such as those in the 
electrical power sector and the regulatory sector, whether in 
the US or in India, is usually accompanied by varying levels of 
Commitment, enthusiasm, and tension. India should be 
commended on the bold and courageous steps it has taken 
over the last few years to establish economic regulation for 
utilities. 

India’s landmark legislation includes the Electricity Regula¬ 
tory Commissions Act, 1998 and the state legislation of 
Orissa and Haryana. The states of India hold tremendous 
opportunity for creative and powerful competition to attract 
industry and for growth thereby. The regulatory work that is 
under way is fundamental to reassuring investors, both do¬ 
mestic and foreign, about the rule of law and predictability for 
their investments. That is also fundamental to the evolution of 
efficiency in India, if India is to be a global economic power¬ 
house in the future. 

Chapter six of the Electricity Regulatory Commissions Act, 
1998 refers to electricity generation, transmission, distribu¬ 
tion, and supply being conducted on commercial principles. 
This means that tariff reform is required in this country and 
all too often it is felt that such reform is the panacea. In fact, 
it is not. It is necessary, but not sufficient by a long shot. Part 
of the problem and the challenge is that people have to pay for 
those tariffs and for that power. While this is not new, price 
elasticity of demand effects are not kicking in, except in rare 
exceptions. Therefore, there are very large predictions and 
forecasts of future demand in India which legitimately is 
needed for economic growth on a per capita basis, but cannot 
be justified based on forecast of demand in the current eco¬ 
nomic situation wuth such high administrative and technical 
losses. There is no shortage of energy or financial resource 
mobilization capability in India, but there has been a shortage 
of political will and courage. Thus regulatory commissions are 
fundamentally important in the structure of the future of 
India because it is through the independence of the regulatory 
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commissions that political will can move forward. One way to 
maximize the independence of regulatory commissions is to 
make them financially independent of the government budget 
process. This is a difficult step. 

In the USj the nuclear regulatory commission, which was 
formed after the Three Mile Island disaster, was based on its 
own sources of funds. So it does not have to depend on the 
state government budget or the federal budget per se for its 
own income sources, or if it wants to hire people, establish 
new facilities, or modernize its data capabilities. Future 
regulations and legislation in India could include such a 
feature. 

Regulators in Haryana and West Bengal and in the states 
that will adopt regulatory reform will need, on a regular daily 
basis, access to cutting-edge decisions that have been made in 
other regulatory bodies outside India, or more importantly 
within India. This means quick electronic and hard copy 
access to cases, precedents, new regulatory guidance, and 
legislation. This is a fundamental institutional building block. 
Secondly, in-service training is needed for senior regulators 
and for those on the staff who need analytical tools to work 
with the consultants hired from within the Indian economic 
and engineering capabilities and legal fields. Finally, a sup¬ 
port group is needed while working in new areas. This group 
can help underwrite, to the extent that their financial means 
allow, the linkage of regulators and their staff from Haryana, 
Orissa, and other states and those of the Central Electricity 
Regulatory Commission into a group of regulators who can 
share best practices and give courage to one another. 
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Traditionally, the ESI (electricity supply industry) in most 
Importance of and territories of Australia has consisted of vertically- 

electricity integrated, publicly-owned monopolies. State governments 

reform electricity authorities have largely invested in new 

generation. Electricity prices were set by state governments to 
cover the industry’s costs plus any return required by the 
governments as shareholders. These prices reflected a lack of 
competitive pressure and therefore a lack of impetus to im¬ 
prove efficiency and optimize costs. 

As a result of these policies, it became evident in the 1980s 
that the ESI was characterized by excess capacity, overstaff¬ 
ing, and pricing inefficiencies (resulting from cross-subsidies). 
The ESI has since undergone significant changes to improve 
performance. Early reforms focused on improving efficiency, 
such as increasing labour productivity, while recently the 
emphasis has been on administrative and structural reforms, 
designed to introduce competition into the ESI. 

The importance of competitive reform of the ESI is under¬ 
scored by the significant role the industry plays in the Austral¬ 
ian economy, as well as the size of potential benefits that are 
likely to accrue from the successful implementation of the 
reforms. 

The ESI is one of Australia’s largest economic activities. 

As an infrastructure industry, it ranks third in terms of its 
contribution to the gross domestic product (2.1% in 1996/97), 
after communications and road transport. It is estimated that 
Australian energy assets are worth 75 billion dollars (Barney 
1998). 

Electricity is an important input for all Australian indus¬ 
tries. On an average, electricity comprises 0.3%-6% of indus¬ 
try costs (considerably more for energy-intensive industries 
like smelting and non-ferrous metals) (BIE* 1996), and in 
total it represents 18% of Australia’s energy needs (ABARE^ 
1997). 
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Thus, the successful introduction of competitive reforms in 
the Australian ESI is a key to providing strong competitive 
incentives to participants to improve the efficiency of their 
production, resource allocation, and investment decisions, 
and to minimize costs. These benefits are not limited to the 
ESI because electricity influences the ability of firms to com¬ 
pete both domestically and internationally. Benefits are likely 
to be distributed broadly throughout the economy through 
lower input prices to the Australian industry, lower prices to 
the end-use consumers, and more efficient use of society’s 
resources. 

Electricity industry reforms gained national prominence at 
the July 1991 Special Premiers Conference, when the COAG 
(Council of Australian Governments) agreed to the introduc¬ 
tion of the NEM (national electricity market) as part of 
microeconomic reform of government enterprises. At this 
meeting, the COAG agreed to the establishment of the 
NGMC (National Grid Management Council) to advise it in 
relation to the development of an NEM, and develop the 
NEM’s market and trading arrangements. 

A major step in extending the reach of the competition 
policy to previously sheltered sectors of the economy such as 
the ESI, was the commissioning in late 1992 of the report of 
the Independent Committee of Inquiry into National Compe¬ 
tition Policy (August 1993). At the COAG meeting of 
April 1995, the Heads of Government signed agreements to 
implement the national competition policy reform package. 
The package included extending the competitive disciplines of 
the TPA (Trade Practices Act) to state government business 
enterprises and reaffirmed COAG’s July 1991 commitment to 
establish an NEM, 

The agreed package of reform measures has provided 
guidance in relation to the restructuring of the ESI. They have 
also linked competition payments to the implementation of 
microeconomic reforms thereby providing an incentive, in 
addition to identified efficiency benefits, for state govern¬ 
ments to pursue reform. 

The recent focus of the ESI has been on administrative and 
structural reforms. 

Administrative reform of the ESI covers a range of policy 
changes such as the corporatization of electricity utilities, the 
creation of a competitively neutral operating environment 
(that is, separation of commercial and regulatory functions, 
and imposition of tax equivalence and dividend payments). 
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and the establishment of independent pricing authorities. 
Administrative arrangements have also dealt with transitional 
issues including the franchising of some customers to specific 
retailers and vesting contracts for generators. 

The extent of structural reform of the ESI has differed 
between jurisdictions but has generally involved the identifica¬ 
tion and separation of the more contestable segments of the 
industry (i.e., generation) from the natural monopoly 
elements of the industry (i.e., transmission and distribution). 
In some jurisdictions, structural reforms have also increased 
competition by splitting the various activities of the industry 
into separate competing companies (e.g., generation). In 
addition, a number of generation and distribution companies 
have been privatized. These structural changes have often 
been accompanied by changes in the regulatory arrangements. 

The reform programmes undertaken in each of the jurisdic¬ 
tions are briefly outlined below. 

New South The New South Wales electricity market has been operating as 
Wa/es a wholesale competitive electricity pool since 10 May 1996. 

The operation of the New South Wales market is governed by 
the existing code, which binds all market participants. Regula¬ 
tion of the industry is largely carried out by the market opera¬ 
tor, which is a ring-fenced entity within TransGrid. The 
ACCC (Australian Competition and Consumer Commission) 
granted New South Wales interim authorization for its market 
arrangements on 24 April 1996. 

New South Wales currently has three state-owned generator 
companies with a separate transmission company and separate 
distribution/retailer companies. A number of private sector 
retailers from the interstate have entered the retail market. 

An independent regulator, the Independent Pricing and 
Regulation Tribunal, oversees the regulation. 

The New South Wales Labor Government has publicly 
debated its intention to sell New South Wales electricity 
assets. However, assets will be not be privatized prior to the 
state election, due in March 1999. 

Victoria The Victorian state electricity market has been operating as a 
wholesale competitive electricity pool since 3 July 1994. The 
operation of this market is governed mostly by the existing 
VicPool Rules with system security being governed by the 
System Code and metering being governed by the Wholesale 
iVletering Code. Regulation of the industry is carried out 
primarily by’ the Victorian Office of the Regulator-General, 
whose responsibilities include the issuance of generation, 
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transmission, distribution, retail and market-operation li¬ 
cences, and the regulation of certain prices, such as transmis¬ 
sion and connection charges. The Victorian arrangements are 
currently being operated under a statutory exemption from 
the provisions of the TPA. 

Victoria has five privatized generator companies, a separate 
privatized transmission company, and five privatized distribu¬ 
tion/retail companies. Several new retailers have also entered 
the market. The one remaining publicly-owned company is 
the generator, Ecogen. 

In the ACT (Australian Capital Territory) the functions of the 
power and water utilities have been merged into a single 
corporation, the ACTEW (ACT Water and Electricity 
Authority). The ACT has also established an independent 
regulator to oversee water and electricity tariffs. 

In October 1998, the ACT government outlined its inten¬ 
tion to privatize the ACTEW. 

In 1997, AUSTA Electric’s generation portfolio was split into 
three competing state-owned generators; Stanwell,Tarong 
Energy, and CS Energy. Further, the seven regional electricity 
boards were corporatized and three retail corporations - 
Energex, Ergon Energy, and Omega Energy - were created, 
based on aggregated distribution territories. In March 1998, 
Ergon and Omega merged to enable them to compete more 
effectively with Energex and interstate retailers. 

The Queensland Competition Authority has been estab¬ 
lished as an independent regulator. 

The South Australian reform agenda has seen the creation of 
a separate electricity generator company. Optima Energy, with 
transmission, distribution, and retailing being handled by the 
ETSA (Electricity Trust of South Australia) Corporation. 
Transmission, however, will be ring-fenced. 

In February 1998, the South Australian Government 
announced its intention to privatize ETSA and Optima Energy. 

South Australia is also proposing to establish an independ¬ 
ent jurisdictional regulator to oversee the ESI. 

In July 1998, the HEC (Hydroelectric Corporation) was 
restructured to form separate generation, transmission, and 
distribution/retail businesses. The previous Tasmanian govern¬ 
ment also announced that it was considering selling the 
distribution/retail business (Aurora Energy) and the 
transmission network (Transend Networks), and potentially 
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leasing the HEC’s generating assets. However, the defeat of 
the government may well halt these privatization plans. 

The previous government also announced plans to commis¬ 
sion an interconnector, Basslink, between Tasmania and the 
mainland. This commitment to the Basslink project has now 
been affirmed. 

New regulatory arrangements have been put in place in 
Tasmania. The responsibility for the investigation of the 
pricing policies for Aurora, Transend, and the HEC was 
transferred to an independent regulator, the Office of the 
Electricity Regulator, in July 1998. 

Western The corporatized entity Western Power was formed in January 
Australia 1995, when the former State Energy Commission of Western 
Australia was broken up into separate electricity and gas 
businesses - Western Power and Alinta Gas. 

This corporatization did not conform to the structure 
followed in the other jurisdictions. It did not involve a vertical 
break-up into separate generation, transmission, and distribu¬ 
tion/retail companies, or a horizontal break-up of the genera¬ 
tion and distribution/retail sectors. In Western Australia, 
Western Power retains responsibility for generation, transmis¬ 
sion, and distribution/retail. 

Since 1997, access to Western Power’s electricity transmis¬ 
sion and distribution networks is progressively being phased 
in to promote competition between suppliers. Under the 
open-access regime for electricity transmission, 33 of Western 
Power’s largest customers are able to negotiate directly with 
the electricity supplier of their choice, subject to their existing 
contracts. 

The Office of Energy oversees regulatory issues in Western 
Australia. 


Northern 

Territory 


National 

electricity 

market 


In the Northern Territory, both electricity and water are 
provided by an integrated utility. Reform in the Northern 
Territory is, however, an issue that is being actively considered. 

The structural and regulatory reforms at the jurisdictional 
level underpin what is arguably the most significant ESI 

Australia - the commencement of the 
NEM. The NEAl is a competitive wholesale electricity market 
combined with an open-access regime for the use of transmis¬ 
sion and distribution networks in the participating jurisdic¬ 
tions of New South Wales, Victoria, the ACT, South Australia, 

tinci Olnn 
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As a step towards integrating state markets, the NEM 1 was 
formed on 4 May 1997. The NEM 1 is the harmonization of 
the wholesale electricity markets of New South Wales, Victo¬ 
ria, and the ACT with the objective of bringing these jurisdic¬ 
tions closer to an easy transition to the NEM. 

In late 1996 and early 1997, the governments of the ACT, 
New South Wales, Queensland, South Australia, and Victoria 
lodged applications with the ACCC 

® to authorize under Part VII of theTPA, 1974 the proposed 

national wholesale electricity market arrangements 
® to accept under Part III A of theTPA, an access code for 

the electricity transmission and distribution networks. 

The applications relate to a single integrated document, the 
NEC (National Electricity Code), and were lodged by the 
operator of the wholesale market, NEMMCO (National 
Electricity Market Management Company) and the 
code administrator, NECA (National Electricity Code Ad¬ 
ministrator). 

The NEC details market and institutional arrangements 
relating to market rules, system security, network connection, 
network pricing, and metering. The NEC also contains 
the rights and obligations of the wholesale market partici¬ 
pants. 

The NEC has been endorsed by the participating jurisdic¬ 
tions, which have also agreed to enact cooperative legislation, 
the National Electricity Law, to implement the regulatory 
arrangements that support the effective operation of the NEC. 
This legislation enables the NEC to have identical force and 
effect in the participating jurisdictions. 

The NECA will administer and enforce breaches of the 
code and NEMMCO will manage the operation of the 
market and power system security. The NECA and 
NEMMCO are incorporated under the Corporations Law and 
their members are the participating jurisdictions. The objec¬ 
tives, powers, and responsibilities of both companies are 
defined in the NEC. NECA’s regulatory powers do not extend 
to safety, the environment, or customer franchise pricing. 
These three areas will continue to be regulated by the indi¬ 
vidual jurisdictions. 

While the NEC is a single document and many of the 
issues are closely related, the authorization and access code 
applications are assessed against separate criteria and 
require separate decisions. The ACCC’s consideration of these 
applications is discussed here. 
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Authorization The applications for authorization of the NEC and all con¬ 
duct to be engaged in under it were made to the extent that 
such conduct may contravene sections 45 or 47 of theTPA. 

The ACCC’s assessment for the purposes of authorizing 
the NEC indicated that significant public benefits, in the form 
of greater efficiencies, lower input costs for other industries, 
lower prices, and better service delivery to end-users, may 
flow from the NEC arrangements. However, the assessment 
also highlighted a number of deficiencies which will influence 
the effectiveness of competition and hence impact on the 
balance between public benefit and anti-competitive detri¬ 
ment. 

The ACCC imposed conditions to be met prior to market 
commencement in relation to 

■ provisions in the NEC that have been justified due to 
current market immaturity (the price floor, the price cap, 
short-term forward market, and market intervention provi¬ 
sions) 

■ a requirement that NEMMCO monitor the market daily in 
order to ensure that all trading is in accordance with the 
NEC 

■ jurisdictional derogations that extend beyond the transition 
period or which do not phase out 

■ technical derogations for older plants. 

The applicants lodged a number of NEC changes which 
addressed these concerns. 

One of the issues raised which goes beyond the subject 
matter of the NEC and the scope of the applicants’ responsi¬ 
bilities is the structure of the wholesale market. Analysis of 
market structure by ABARE indicates that the NEM is char¬ 
acterized by a significant degree of market concentration, 
particularly in South Australia and New South Wales. The 
ABARE found that the current market structure is such that 
large generation portfolios in South Australia and New South 
Wales would be in a position to dominate particular segments 
of the market. The modelling results indicate that strategic 
behaviour during periods of high demand could lead to sig¬ 
nificant increases in electricity spot prices. All generators in 
the NEM are estimated to benefit from the higher operating 
^rpluses resulting from strategic behaviour by major players. 
Hence the ACCC recommended that the New South Wales 

and South Australian governments consider further structural 
reform. 

The issue of market structure is not only crucial at the 
commencement of the NEM but will be of ongoing interest. 
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particularly in respect of possible reintegration of firms 
participating in the NEM. Concerns also include possible 
mergers within each segment of the market, arrangements 
whereby NEM participants operate in upstream or down¬ 
stream sectors (such as a generation company also operating a 
retailing business), and merger proposals between different 
energy suppliers (such as a generation company buying a gas 
company). 

Access The access code is a subset of the broader NEC. It focuses on 
network connection, investment, and pricing, and excludes 
those parts of the NEC relating to the operation of the whole¬ 
sale market. In general, the access code allows generators and 
large electricity users (e.g., smelters) to participate in the 
wholesale market and to separately contract for transport on 
the networks. 

In terms of an access regime as envisaged in the competi¬ 
tion policy reforms and Part III A of the TPA, the access code 
will largely be irrelevant for most households. Most small- 
and medium-sized electricity users will continue to purchase 
their electricity through retailers which will bundle the whole¬ 
sale commodity and transport costs. The code’s impact on 
smaller users will largely be felt through the regulatory 
mechanisms which set prices for the monopoly networks, 
irrespective of whether they are third-party users or retail 
customers. 

The ACCC’s assessment of the access code is based on 
statutory requirements which allow the ACCC to accept an 
access code, while keeping in mind the legitimate business 
interests of facility owners, the interests of access seekers, and 
public interest (including its impact on competition, the 
competitiveness of Australian businesses, the environment, 
social welfare, regional development, and occupational health 
and safety). The ACCC is also allowed to consider any other 
matters it thinks relevant. 

The ACCC concluded that, in general, the NEC provides 
an acceptable framework for parties to gain access to and use 
of electricity transmission and distribution networks. How¬ 
ever, the ACCC determined that certain features of the access 
code do not meet the criteria in Part IIIA of the TPA and 
regulations for an acceptable access code. Before it was will¬ 
ing to accept the access code, the ACCC sought to resolve its 
major concerns relating to 

® establishing a better balance between regulatory flexibility 

and price certainty by requiring that jurisdictional regula¬ 
tors are independent of the executive government 
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B providing regulators with effective powers to 

• publicly release information gathered in the price setting 
reviews 

• determine the accounting and functional ring-fencing 
guidelines for a network’s monopoly and contestable 
activities 

» improving the efficiency and location signals of transmis¬ 
sion network prices 

B improving the negotiation arrangements for network con¬ 
nection by 

• allowing access seekers to construct and operate their 
own wires, thereby providing them with the option to 
bypass the incumbent networks 

• making it clear that access seekers can use the NEC’s 
dispute resolution procedures, thus providing a short 
circuit to any unduly protracted negotiations 

■ limiting the extent of non-uniform jurisdictional arrangements 
which persist beyond the year 2000, for example 

• Victoria’s arrangements to facilitate the privatization of its 
transmission network operator (PowerNet Victoria) 

• South Australia’s attempt to use average, not cost-reflec¬ 
tive, prices for their transmission network. 

The ACCC’s assessment also highlighted a larger number 
of other deficiencies which impact on the balance of the 
interests of network owners, access seekers, and public inter¬ 
est. Some of these deficiencies involve complex issues and will 
take some time to resolve. Other deficiencies can easily be 
handled through the normal code change processes. 

On 10 December 1997, the ACCC issued a Final Determi¬ 
nation conditionally authorizing the NEC application. The 
ACCC accepted the NEM Access Code on 16 September 
1998, after the commission’s major concerns were addressed. 

The NEM commenced on 13 December 1998 including 
the ACT, New South Wales, South Australia, and Victoria, 
Queensland will physically join the NEM once an 
interconnector to New' South Wales is constructed, which is 
expected in the year 2000. Tasmania is expected to join the 
NEM once the Basslink interconnector is commissioned. 
Neither Western Australia nor the Northern Territory are 
anticipated to join the NEM because of their isolation from 
the eastern states. 

The ACCC wdll assume responsibility for the regulation of 
transmission netw'ork revenues in the NEM on a progressive 
basis, commencing from 1 July 1999. The ACCC will oversee 
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The effectiveness of the SERCs (state electricity regulatory 
commissions) set up under the provisions of the ERC (Elec¬ 
tricity Regulatory Commissions) Act, 1998 was debated at 
length. It was pointed out that since the SEBs (state electric¬ 
ity boards) have been created under the Electricity (Supply) 
Act, 1948 and do not require a licence from the respective the 
SERCs to engage in the business, the effectiveness of the 
SERCs would be limited. The SERCs cannot revoke the 
licence or the authority of the SEB to engage in the business 
of electricity supply. Further, since the SERCs created under 
the ERC Act only regulate the tariff, the issues relating to 
quality of supply and improvement of services would remain 
outside their jurisdiction. However, contrary views were also 
expressed. Some experts felt that even if the SERCs are 
established under a separate state legislation, they would not 
be able to revoke the licence of a company as the transmission 
and distribution companies are being established as monopo¬ 
lies. In the context of issues relating to quality of supply, it 
was mentioned that the same could be incorporated as a part 
of a performance-linked tariff mechanism. 

The issue of regulating the interstate sale of power and the 
power purchase process was discussed. It was pointed out that 
as far as possible the SERCs would not regulate the genera¬ 
tion business. They would only regulate the power procure¬ 
ment process for a licence within the state and ensure that the 
overall process is fair and reasonable. They are not expected 
to go into the nitty-gritty of the power purchase negotiations. 

The need and importance of uniformity in the legal frame¬ 
work for the CERC (Central Electricity Regulatory Commis¬ 
sion), the SERCs, and all regulatory bodies were highlighted. 
Most of the experts felt that it was an excellent suggestion 
and there was a broad consensus on the issue. 

The pow'er reforms in England and Wales were discussed 
and debated at length.The decision in Scotland to not go in 
for unbundling was questioned. It was pointed out that 
political convenience was one of the major factors influencing 
the decision. Further, the difference in the objectives of the 
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programme and in the structure of industry as existent before 
reform were also cited. It was mentioned that industry in 
England and Wales was already split between transmission 
and distribution on one hand and distribution and supply on 
the other. 

The process of ensuring efficiency in the power purchase 
process in the context of the regional electricity companies in 
England was discussed. Here it was mentioned that there is 
no simple mechanism to ensure efficiency and the best solu¬ 
tion is to place pressure on companies by opening up the 
market to competition. In this manner, the companies will 
need to justify the power purchase to their customers in 
relation to the competitive choices available in the market. 

This process can be complemented by putting price caps to 
ensure that inefficiencies in the system are paid for by the 
companies and not consumers. 

The financial loss incurred by the SEBs in India was high¬ 
lighted and questions regarding the profitability of the UK 
electricity industry were raised to provide a comparison. It 
was mentioned in this regard that the electricity industry has 
always been a profitable business in England though the level 
of profits has varied. One of the first decisions that the gov¬ 
ernment took after deciding to privatize the industry was to 
increase the prices. This was done as it was not possible for it 
to continue subsidizing the customers as in the past and 
because it was important to ensure that the industry remained 
profitable to provide finance for future capital expenditure. 

Questions regarding the methods for reducing the level of 
regulated tariffs in UK were put to the panel. The response in 
this context was that this has mainly been achieved through 
enhancing the operational efficiencies and not by reducing the 
profits. It was also pointed out that transmission loss has 
traditionally not been a problem in the UK. 

The reform process in Orissa was discussed and questions 
regarding the benefits that have flowed to the consumers were 
put forward to the panel. It was pointed out that though the 
benefits to the consumers have been limited, they now have an 
agency that is trying to drive the utility to perform better. It 
was also mentioned that there was a possibility that the priva¬ 
tization process may lead to increase in tariff in the short run 
and the example of UK was cited to support the argument. 

The structural model adopted in Orissa was debated and it 
was pointed out that the same could not be uniformly applied 
to other states going in for reform. Special characteristics of 
the Orissa system were cited and it was mentioned that there 
are a lot of lessons to be learned from the Orissa experiment. 
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It was also mentioned that the reform process requires a very 
careful consideration. Also a corporatization strategy has to be 
designed with due care and with a view on tariff. 

Another important issue that was raised in relation to the 
Orissa reform process was the lukewarm response from 
private investors to the privatization of the distribution proc¬ 
ess. It was pointed out that out of an initial 16 interested 
investors, response for only three distribution zones could be 
elicited. In this context, the role of regulatory uncertainty was 
highlighted and debated. It should not be assumed that in¬ 
vestment would flow in even if there were a problem in the 
system. 

The role and functioning of the proposed power trading 
company was debated in view of the existing and proposed 
market structure in the country. Here it was pointed out that 
unless the procedures of contracting are settled with the 
CERC, it might be working at cross purposes. 

The importance of maintaining a balance between the 
interests of the shareholders and customers was pointed out. 

It was mentioned in this regard that regulatory commissions 
have a critical role and function of ensuring that balance is 
maintained. It was pointed out that more thinking needs to go 
into the process and different options available should be 
evaluated in context of the circumstances and particular needs 
of different states. 
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At present, India’s port system comprises 11 major ports and 
about 140 operating minor ports. Around 90% of the sea¬ 
borne trade takes place in the major ports. The main com¬ 
modities handled at the major ports during the Eighth 
Five-Year Plan were petroleum, oil, and lubricants (43%), 
iron (15%), coal (11%), coking coal (5%), and container 
cargo (9%). General cargo volumes were almost flat until 
1990, reflecting a closed economy where import substitution 
policies limited commercial interchange with the outside 
world. With the adoption of trade liberalization measures by 
the Gol (Government of India) in the early 1990s, India’s 
ports have witnessed significant increases in general cargo 
traffic, which is now approaching 10% of the overall traffic 
through the country’s major ports. 

There exists a mismatch between the existing capacity and 
demand for traffic in the ports system. As against a total 
capacity of 217 MT (million tonnes) as on 31 March 1997, 
the major ports handled 227.3 MT in 1996/97, resulting in 
pre-berthing delays and longer ship turnaround time. Indian 
ports continue to show lower productivity in terms of labour 
and equipment in comparison with efficient ports in the Asian 
region. The reasons are outdated equipment, poor training, 
low equipment handling levels by labour, etc. 

In India, the major ports are placed in Serial 27 under the 
Union List of the Constitution, and are administered under 
the MPTA (Major Port Trusts Act), 1963 by the Gol. Other 
ports are placed in Serial 31 of the Concurrent List of the 
Constitution and are administered under the India Ports Act, 
1908. The other Acts applicable in the port sector are the 
Merchant Shipping Act, 1958, which describes the power of 
the regulatory authority (i.e., th« Directorate General of 
Shipping), and the Dock Workers (safety, health and welfare) 
Act, 1986, which regulates the conditions of employment, 
service, and other matters relating to dock workers. 

Under the MPTA, a port trust organization is established at 
each of the country’s major ports. The central government 
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appoints the board of trustees in each port. Major ports are 
not mere government agencies, but are legally independent 
entities functioning within a defined area. Ports are also 
entrusted with the performance of civic duties and functions, 
and have the power to raise funds for the furtherance of its 
activities by levying charges, fees, etc. 

At the state level, the department in charge of ports or the 
SBM (State Maritime Board), which is being created through 
the state legislation, is responsible for formulating the water¬ 
front development policies and plans, regulating and oversee¬ 
ing the management of state ports, attracting private 
investment in the development of state ports, enforcing envi¬ 
ronmental protection standards, etc. So far, Gujarat, 
Maharashtra, and Tamil Nadu have constituted SBMs. 

To augment and upgrade port capacity and to meet the huge 
gap between the demand and availability of port capacity, the 
central government has issued various guidelines for private 
investment in ports. Of these, the guidelines issued in 
October 1996 were the most comprehensive, facilitating 
private sector participation in the construction and operation 
of additional assets such as container terminals and cargo 
berths, construction of warehousing, dry docking, and ship 
repair facilities in the major ports. This marked the beginning 
of a move towards ‘landlord ports’. 

The first private investment under the guidelines was the 
two-berth terminal at the JNPT Qawaharlal Nehru Port 
Trust), the concession for which was given to an Australia-led 
consortium, P&O Ports, India. The decision to allow private 
investment in major ports to create facilities which would 
compete with similar facilities operated by the port trusts 
made it necessary to ensure that the tariff setting by the port 
trusts is objective and that there is a level playing field for 
different players. This led to the creation of an independent 
tariff-setting body. In 1997, the central government amended 
the MPTA, 1963 and the IPA, 1908, and created TAMP 
(Tariff Authority for Major Ports). 

All the powers of the government for fixing tariff in major 
ports are now vested with TAMP. It has no jurisdiction over 
the minor/private ports. While TAMP is empowered to ‘issue 
regulations in the case of transaction of business, appoint- 
it has no authority to issue regulations on 
^lo^QQ issued guidelines in this regard in 

1998. The extent to which the regulation is legally tenable is a 
moot question. 
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Not a quasi-judicial bodyiTAMP has no power to summon 
data, records, or persons; prescribe a time frame for com¬ 
pliance of its orders/directions, and monitor the compliance 
of such orders/directions. It has no power to levy fines and 
charges for non-compliance or violation of its orders/ 
directions. 

While TAMP may appoint officers and such other 
employees required for efficient discharge of duties, it still 
has to depend on the government for creating posts. 

® It has to rely on the budgetary resources for its expenses. It 
has no powers to levy fees on major ports, private operators 
in major ports, and port users in these ports for financing 
its expenses. 

® The orders of TAMP are not final; the government has 
retained the powers to order remissions from and even alter 
the rates approved by TAMP. 

B Section 53 of the MPTA, 1963 empowers the port trusts to 
waive the demurrage. This is not subject to the scrutiny of 
TAMP. 

B The government can supersede TAMP if it (1) is unable to 
perform or persistently defaults in the performance of duty 
(2) has exceeded or abused its powers, or (3) has failed to 
comply with the directions of the government. However, 
TAMP has to be given a reasonable opportunity before it 
can be superseded. It is interesting to note that such provi¬ 
sions do not exist in the case of legislation governing TRAI 
(Telecom Regulatory Authority of India), and the CERC 
(Central Electricity Regulatory Commission). 

B The selection procedure of the chairperson/members of 
TAMP is not transparent. The criteria for such selection are 
laid out and the central government is the sole authority 
that selects the chairperson/members. Also, there is no time 
limit for filling up any existing vacancies in TAMP. 

B The chairperson/members ofTAMP have not been 

debarred from taking up any employment after the comple¬ 
tion of their tenure in TAMP. 

■ An independent regulator has enormous power in terms of 
its ability to decide the flow of large amounts of public 
money through its decision on tariff. Thus, its accountabil¬ 
ity is normally ensured through its transparency and open¬ 
ness in the decision-making process. There is no specific 
provision in the amended Act to say that ‘the Authority 
shall ensure transparency while exercising its powers and 
discharging its functions’; this provision, however, exists in 
the Telecom Regulatory Authority of India Act, 1997 and 
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the Electricity Regulatory Commissions Act, 1998.TAMP 
has attempted to introduce such transparency through a 
consultation process to promote participation of the great¬ 
est number of interested parties, port-level hearings of a 
case or proposal jointly with port trusts / private operators 
and users, and ensuring adherence to the principle of 
natural justice. These guidelines have been mentioned in its 
TBR (Transactions of Business Regulations), 1998. This 
procedure, together with Section 50 C of the PLA (Port 
Laws [Amendment] Act), 1997 which states that ‘every 
notification, declaration, order and regulation of the Au¬ 
thority - a copy thereof shall be kept in the office of the 
conservator and the custom house - and shall be open for 
reasonable times to the inspection of any person without 
any payment of fees’, appears adequate to ensure transpar¬ 
ency and accountability. However, the PLA, 1997 does not 
contain any provision for appeal to a higher court of law, 
implying an appeal with the government, which could lead 
to a conflict of interest. 

■ An external watchdog against TAMP’s functioning is simi¬ 
lar to that applicable to any government department. 

Market addition to the major and minor ports, the market players 

structure ports sector include private captive berths within 

the ports and various service providers within major ports 
such as stevedores, shipping agents, etc. Private sector in¬ 
volvement has been proposed in various port activities includ¬ 
ing leasing out of existing assets of ports^ creation of 
additional assets such as construction and operation of con¬ 
tainer terminals, cargo berths, carriage, and handling-equip¬ 
ment, leasing of equipment for cargo handling and floating 
crafts from the private sector; pilotage; and captive facilities 
for port-based industries. This step taken by the government 
has resulted in private sector participation in some major ports 
and state ports. 

As indicated earlier, ports in India are overstretched. The 
Ninth Plan Working Group on Ports projected a capacity 
requirement of 420 MT by the year 2001, i.e., an increase of 
172 MT over the current capacity. Further, the Ninth Plan 
proposes an additional capacity of 122 MT through public 
funding, leaving about 50 MT capacity to be added through 
pro uctivity improvement, development of minor ports, and 
captive private ports. To meet this, it has been projected that 
more than 60 billion rupees must come in from private 
sources during the Ninth Plan. Thus, eventually there will be 
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competition within and among ports. The artificial barriers 
between the major and minor ports, as it exists today, will 
have to be replaced in the event of competition, and state 
ports may have to compete with the major ports. 

In India, competition between market players is not likely to 
be free, and would be constrained by the following. 

H Restricted labour practices 

® Absence of hinterland infrastructure facilities like rail and road 
B Inadequate support facilities 
H Dominant residual powers of the major port trusts 

B How does one ensure free competition between major ports 
and other ports when major ports are fully regulated, 
whereas other ports are free to fix their own tariff? 

B How does one ensure fair competition between a major 
port which pays no taxes and private port operators who 
have to pay taxes? 

B Is there any role for an independent regulator to ensure free 
and fair competition? 

® Should the regulator ensure the safety and conservancy 
aspects of port operations or should these be left to port 
companies / port trusts with the attendant danger of con¬ 
flict between commercial interest and safety? 

B How can consumer interests be protected? Who will set 
service standards? 

Ports usually derive revenue from cargo traffic and ship 
traffic. Revenue from cargo traffic includes (1) wharfage/ 
landing fees, cargo-related charges, (2) crane hire charges, 

(3) rentals from warehouses, (4) demurrage charges, and 
(5) charges for providing rail and other transport for cargo 
movement and providing water facilities to visit ships, etc. 
Revenue from ship traffic deals with (1) port dues, (2) pilot¬ 
age, (3) berth hire, (4) survey and measuring fees, and 
(5) ship repairs in dock areas. Major ports have had operating 
surplus for the last few years. These are very high and, there¬ 
fore, not sustainable; ports do not provide for depreciation 
and user costs of the capital. Their financial costs are minimal 
due to the absence of borrowed funds and port authorities are 
not required to pay any dividends and taxes. Further, substan¬ 
tial amounts of revenue earned by the ports are also, on 
account of income from demurrage on cargo, stored for a long 
time at the port premises. 

Till 1997, the port charges and dues for various services 
used to be fixed under section 52 of the MPTA, 1963 by the 
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port management with the approval of the central govern¬ 
ment. Port dues and pilotage fees are levied under the Indian 
Ports Act, 1908. The rates are prescribed in the ‘scale of rates’ 
published by the respective ports. This section has been 
deleted under the PLA, 1997. The latter amendment created 
TAMP. 

Tariff The tariff structure of ports was varied and complicated. The 
structure prior scale of rates was ad hoc and, in many cases, not based on 
to 1997 rational principles. The nomenclature for various services 
differed from port to port. Periodic revisions of rates were 
done on an ad hoc basis to balance the operating revenue and 
expenditure, and this compounded many difficulties. The 
absence of updated revisions of rates (after incorporating all 
revisions made periodically) resulted in difficulties in making 
an easy reference to the tariff structure for the purpose of 
working out dues. 

Tariff setting In its Chennai (Tamil Nadu) Workshop (1998), TAMP 
since 1997 deliberated on the tariff issue and indicated a set of guidelines 
for tariff regulation in major ports. These, inter alia, include 
the following, 

■ Port pricing will be based presently on cost-plus basis, with 
an assured RoR (rate of return). 

■ Notification of uniform rates for different ports will be 
avoided. 

■ Application of a differential tariff structure, using the 
marginal cost principle, in the case of captive facilities, 
mono commodity berths, and bulk cargo facilities. 

■ Tariff charge will be used for improving the efficiency of 
port operations. 

■ Tariff proposals will be initiated by the port trusts, or by 
private operators, bulk operators, representative bodies of 
different user groups, directly or through port trusts, or suo 
moto by TAMP. 

■ Consultation with other ports while determining the tariff 
will be adopted. 

■ There will be speaking orders by TAMP during tariff fixation. 

■ Tariff revision will be applicable for every two years. 

Overview of Since its inception, TAMP has issued tariff-related orders in 
tariff fixation more than 50 cases. Section 19 of theTBR, 1998 states that 
TAMP may delegate all or any of its powers in respect of 
processing a case or a proposal to the chairman and/or a 
member or to two members. At present, TAMP consists of 
two part-time members. The chairman, under the delegated 
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power under Section 19(1) of theTBR, 1998, processes 
various cases and proposals. Often, approvals of TAMP for 
some cases or proposals were taken through circulation (un¬ 
der Section 11,TBR, 1998). From the perusal of a few orders 
of TAMP, the following has been found, 
a An RoR of 18% of the cost is being allowed, while adopting 
the cost-plus approach for tariff fixation (with 12% as 
profit, 3% as replacement costs, and 3% as upgradation 
and modernization requirements), 
a Within a price cap, variation of charges is allowed in the 
case of private operators. This is not permitted in the case 
of major ports. 

H Tariff notification is for specific services only and not for 
the entire package of services. Thus, there are numerous 
notifications within a same port, 
a In certain ports, efficiency parameters have been intro¬ 
duced while fixing the charges. 

® The scale of rates are being revised every two years. On 
valid grounds, it can be revised prior to that period. 

■ In a lease tariff case, TAMP has fixed the tariff for berth for 
lease without prior approval of the lease case by the govern¬ 
ment (lease case of M/s Oswal Chemicals and Fertilizers 
Ltd at the Paradip Port in 1999). 


Difficulties in 
application of 
the present 
approach 


Under the ‘cost-plus approach’, the RoR is allowed on a 
rate base. It is, however, not clear as to how the rate base 
can be established when the accounting practices are not 
uniform and when there are no laid-down procedures. 

Ports provide a variety of services, and these are availed of 
by the port users separately or as a whole depending on 
their operations. The calculation of the cost of each service, 
if it is made under the cost-plus approach, could be a 
formidable task and could lead to a plethora of rates to be 
fixed. 

By covering the cost in providing a return, how does TAMP 
guard the inefficiencies that creep in, and ensure that 
consumer interests are protected? 


Future issues 


Against the above, the need for the ‘performance-based 
approach’, which links cost-based tariff with port productiv¬ 
ity, and the application of the marginal cost principle needs to 
be considered. While in some tariff orders of TAMP, reward 
has been given for the performance, it is yet to develop a well- 
considered approach that will lead to improvement in 
performance. Also, while TAMP in its discussion paper 
(1998) recognized that the marginal cost be applied in port 
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operations, it is yet to develop a well thought out concept and 
procedure to address issues related to marginal cost pricing. 


Regulatory 
reforms: 
present and 
future 
strategies 


From the above discussion, it would appear that TAMP is 
essentially a body for regulating tariff, a power so far exer¬ 
cised by the government, and it is not a regulator likeTRAI or 
the CERC. 

B As it has no power over other ports, TAMP is not in a 
position to create a level playing field between major ports 
or other ports. 

■ Although TAMP has been given the power to adjudicate 
upon the proposals placed before it, it has not been given 
express authority to improve efficiency in ports, quality of 
service, and protect consumer interest (in respect of all of 
which powers have been given toTRAI or the CERC). It is 
not clear how TAMP can address these issues. 


To sum up, the following issues need to b£ addressed. 

■ Can TAMP be an appropriate mechanism to improve the 
quality of port services and ensure cost efficiency? If not, 
should the role be expanded or another regulator be set up 
to regulate all port activities including tariff setting? 

■ Should there be separate regulators for minor ports on the 
lines of state electricity regulatory commissions in the 
states? 
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In the regime of the Major Port Trusts Act, 1963, the Indian 
Ports Act, 1908, and various States Maritime Acts or Ports 
Acts, the ownership, control, and management of both major 
and minor ports are vested in the central or concerned state 
governments. As such, ports operated strictly in accordance 
with the delegated legislation under which they were 
created. The trustees of a port or maritime board, as the case 
may be, became an extended arm of the government, subject 
to functioning within the framework of the Act. Regulatory 
provisions were few and far between since it was meaningless 
for the government to regulate itself. The few regulations that 
were in place were invariably not complied with. There was no 
authority to prosecute, since the wrongdoer was himself the 
prosecutor. However, in the overall picture, the management 
of the ports was answerable to the government, which in turn 
was answerable to the Parliament. These were, more or less, 
the effective checks and balances. 

In the liberalized environment, the ownership, control, and 
management may vest in the private sector, the essential 
objective of which would be profit. Therefore, regulatory 
provisions are absolutely necessary. Regulation should be able 
to achieve its objectives without being counterproductive, 
obstructive, or cumbersome. The objective of the regulation 
should be to ensure effective conservancy, safety of the port 
and surrounding environment, implementation of interna¬ 
tional conventions, and prevention and control of pollution. 
Every port acts as a gateway to the country’s imports and 
exports and hence the economy. Port activities have a direct 
relationship with industrial and other activities in and around 
that region, not only at the time of building of the port but 
also as requirements increase. To achieve one of the social 
objectives, it is necessary for the government to have a say in 
the long-term planning and design of ports, the expansions 
thereof, and the need for installation of certain types of cargo¬ 
handling equipment. The other social objective would be to 
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keep a control on the tariff to prevent undue profiteering or 
monopoly. 

A committee constituted by the Government of India under 
the chairmanship of Mr Babu Rajeev, Chairman of the 
Cochin Port Trust, addressed these social objectives. 

Social The committee was of the view that the proposed legislation 
objectives for liberalization of ports should authorize the central or state 
government, as the case may be, to entrust the ownership, 
control, and management of an existing or new port on any 
company (private sector), subject to such terms and condi¬ 
tions as may be imposed by the government in accordance 
with the regulations. The regulations could take care of the 
contemporary needs from time to time, without the need for 
the Act to be amended. 

Tariff With regard to tariff, the committee felt that it would not be 
correct in the liberalized regime for a third party to fix the 
schedule of rates and statement of conditions on which a port 
will render services. It is, therefore, suggested that the right to 
levy, impose, recover, and formulate the rates and statement 
of conditions on which services would be provided should be 
left to the freedom of the individual ports, provided that it be 
made mandatory for such ports to publish the scale of rates 
and statement of conditions at least three months before its 
coming into force. The legislation should constitute a ‘rates 
tribunal’ which should be open to any port user. The user 
could then contest the proposed imposition or change, as the 
case may be, in the scale of rates and statement of conditions 
published by a port before a tribunal on the ground that any 
or all of the rates and statement of conditions are dispropor¬ 
tionate to the nature and quantum of services rendered, 
discriminatory, and/or oppressive in any manner. There 
should also be a provision entitling the tribunal to stay the 
implementation. There must be an obligation on the port to 
levy a scale of rates and statement of conditions, as approved 
by the tribunal from the dates fixed by the tribunal. The 
tribunal should consist of people who have commercial expe¬ 
rience in the field. 

The successful and organized functioning of a port being a 
matter of utmost national importance, it is necessary for ports 
to maintain financial discipline to continue to be viable and 
successful and expand their activities according to the need of 
the hour. 
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Port authorities have a key role in affecting the efficiency of 
the port interface. Their direct charges and policies affect 
other port service providers, and thus the cost and reliability 
of sea transportation. This, in turn, affects trade performance 
and international competitiveness. 

The core functions of port authorities include provision of 
berths, navigation aids on approaches to ports, channels, and 
other infrastructure such as breakwaters in ports. Port au¬ 
thorities limited to these roles are said to have adopted the 
‘landlord’ model. 

Port authorities may also provide non-core services which 
could be provided by private operators as well. These 
include pilotage, line handling, recreational boating facilities, 
port emergency services, cargo storage, and common user 
facilities.^ 

Services provided and charges levied by port authorities 
vary across ports. Common charges include berth hire; con¬ 
servancy, for the provision of navigation aids; tonnage, a 
charge for channel use; and wharfage, a charge on cargo 
crossing a port. Stevedoring and customs brokers’ fees are 
other significant costs in the port interface. 

The activities and policies of the port authority, such as 
leasing of waterfront land and regulation of port service 
providers, may indirectly affect the costs and reliability of sea 
transportation, thus influencing port development and com¬ 
petitiveness. Thus, the importance of port authorities extends 
beyond what their revenues and employment levels might 
suggest. 

Leasing policies may be used to affect other port service 
providers such as stevedores, pilots, mooring, and towage 
operators. Aspects of leasing which impact on other service 
providers, their services, and charges are terms of leases, 
criteria for awarding leases, and incentives provided for effi¬ 
ciency. 


' For details of the services and activities of port authorities, see Port 
Authority Services and Activities, Industry Commission, Report 31, May 
1993, pp. 17-19. 
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Port authority regulation may cover port services such as 
harbour towage, pilotage, and mooring services. Licensing can 
specify standards of service quality such as ordering lead 
times for towage and pilotage services. To improve the cus¬ 
tomer focus of services, criteria for awarding leases and li¬ 
cences can be set in consultation with the representatives of 
users, including ship operators and shippers. Non-exclusive 
licensing can be used to attract new entrants in services which 
are not natural monopolies to encourage competition in the 
provision of port services. 

Port authorities hold substantial market power as they gener¬ 
ally face little or no competition from other ports for cargo 
throughput. Shippers have little choice regarding which port 
to use due to the long distances between ports in Australia; 
the absence of land transport infrastructure, such as railway 
lines, which would provide options for shippers to conven¬ 
iently use any one of the several ports; and pan-Australian 
freight rates for liner cargoes. In the absence of competition 
between ports, port authorities may be in a position to charge 
more and provide poorer service. 

Inter-port competition may exist for some cargoes, e.g., in 
the three northern ports of Tasmania, which are relatively 
close to each other, or Sydney-Brisbane for container cargo 
originating from northern New South Wales, southern 
Queensland, and Melbourne-Adelaide. Over time, the 
potential for inter-port competition may increase through 
improved land transport infrastructure. The Brisbane Ports 
Corporation in its 1996 Annual Report claimed a pricing 
model it had developed ‘demonstrates that cost advantages 
can often be achieved through landbridging cargoes from 
interstate and shipping them through the Port of Brisbane’. 

Intrastate competition may emerge as structural separation 
occurs. For example, the ports of Geelong and Portland in 
Victoria have been privatized. This could lead to competition 
for commodities such as grains from regions where each port 
can be accessed by rail lines. 

The call for reform of the waterfront, including port authori¬ 
ties, was voiced in the late 1980s. A number of organizations 
including the Inter State Commission, Bureau of Transport 
and Communications Economics, Industry Commission, and 
users of port and shipping services advocated reform. 

Port authorities have been criticized for the structure and 
level of charges, absence of competition, and regulatory 
barriers to entry. Specific criticisms are listed below. 
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® High level of charges. 

0 Port charges not reflective of the costs of providing particu¬ 
lar services. 

® The structure of charges leading to revenues from commercial 
users being applied for non-commercial purposes. 

® The structure of charges relying too much on cargo-based 
charges (i.e., wharfage). 

B Some charges^ such as wharfage which is a charge on cargo 
crossing from ship to wharf, being used as a form of de 
facto taxation. 

0 Wharfage has even been charged on cargo crossing pri¬ 
vately-owned berths. 

B Different charging structures across ports making inter¬ 
port comparisons difficult. 

B Port leasing policies not pro-competitive. 

B Separation of port authorities from state government 
departments. 

Port reform aims to increase the attractiveness of trade and 
trade throughput, improve timeliness and reliability of trans¬ 
port, promote competition where possible, and lower sea 
transportation costs through direct port costs and improving 
the reliability and speed of port interface. 


Reforms 

recommended 


A range of reforms covering the functions of the port authori¬ 
ties, financial accountability, pricing, leasing policies, labour 
practices, ownership structures, and independence from the 
government have been recommended. It has been suggested 
that port authorities become more autonomous. Port authori¬ 
ties should meet targets for financial performance and service 
provision, prepare corporate plans, and develop performance 
indicators. Pricing guidelines should be developed consistent 
with the ‘user pays’ principle. The problem in pricing is that 
there are large investments with sunk costs and marginal costs 
are below average costs. Competition should be promoted by 
encouraging short-term leases and improved leasing policies. 
Recommendations also included the establishment of inte¬ 
grated labour forces, particularly in smaller ports. 


Approaches to 
reform 


Port authorities have been implementing a range of reforms 
since the early 1990s. Reforms are considered under owner¬ 
ship structures, pricing, labour practices, competitive neutral¬ 
ity, and promotion of competition. 

Approaches to reform include corporatization and privati¬ 
zation. Corporatization occurs with a direction to operate on 
a commercial basis while remaining in public ownership. 
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Corporatization is popular in New South Wales, Queensland, 
and South Australia. In Victoria, three outports have been or 
will be privatized after first being corporatized. Prior to 
privatization, natural monopoly areas, such as channels, 
were transferred to a new authority and remained in public 
ownership. Charges are being regulated under a price capping 
regime. 

Landlord models have been implemented with the contract¬ 
ing out and sale of non-core functions such as pilot and 
navigation services. Separation has occurred with non-core 
assets sold off and functions contracted out. Examples include 
maintenance functions and the pilot service in Sydney, and 
the sale of bulk grain handling facilities in South Australia. 
There has been a call for expression of interest in the Mel¬ 
bourne Port Services, a subsidiary of the Melbourne Ports 
Corporation, which provides mooring, dredging, and security 
services. 

Contracting out has been introduced in ports which have 
eliminated non-core functions. Ports authorities are involved 
in a range of other non-core activities including provision of 
recreational facilities, cargo handling, pilotage, and terminal 
operation and stevedoring. 

Competitive neutrality principles have been implemented in 
some cases. These include requirements to pay loan guarantee 
fees and an income tax equivalent. The CSOs (community 
service obligations) have also been identified and separately 
funded. 

In implementing competitive neutrality principles, income 
tax equivalents and loan guarantees have been introduced in 
several states including Tasmania, Queensland, and South 
Australia. The CSOs have been identified, costed, and directly 
funded from state budgets. The CSOs include maintenance of 
recreational boating facilities and beaches and non-commer¬ 
cial ports. 

Regulatory and commercial functions have also been sepa¬ 
rated. Regulations covering safety and the environment have 
been transferred to other authorities. 

Pricing reforms have attempted to move pricing structures 
toward a ‘user pays’ approach and to lower the level of 
charges. The latter has been financed through debt reduction 
and elimination of non-core functions. Lower charges aim to 
attract more cargo through a port. Pricing reforms have 
occurred through a move away from cargo-based charges, 
such as wharfage, and overall reductions in the level of 
charges in order to reduce the costs of transporting goods 
through a port. 
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Rate-of-return targets and dividend requirements have been 
specified. Financial reforms include the implementation of 
rate-of-return targets, dividend requirements, and payment of 
income tax equivalents. 

There have been significant reductions in port authority 
employment. Labour reforms include establishment of inte¬ 
grated labour forces where port authority employees also 
perform other functions including stevedoring and towage in 
other ports. This reform is most appropriate to outports 
where the frequency of ship visits is not high and labour may 
be otherwise idle. 


Outline of 
reforms in 
individual 
states 

New South 
Wales 


Reform in New South Wales commenced with the separation 
of the MSB (Maritime Service Board) and the acceptance of 
the landlord model. Until 1989, the MSB w'as responsible for 
functions of the port authority in the state ports of Newcastle, 
Sydney/Port Botany, and Port Kembla. In 1989, the MSB was 
separated into four subsidiaries. One subsidiary, the MSB 
Waterways Authority, is responsible for recreational boating 
and some non-commercial ports. 

Non-core activities and assets were divested. These include 
coal loading, stevedoring, wharf maintenance, installation of 
navigation buoys, ship repair, capital construction, pilotage, 
and victualling. An income tax equivalent is required to be 
paid. The CSOs have been recognized since 1992/93. The 
New South Wales government is currently pursing a policy of 
corporatization of the former MSB. Charges in the Port of 
Sydney have decreased from S77.97/teu^ (20-foot equivalent 
unit, or one standard container) in 1993 to $69.73/teu in 
1996. Reductions in the navigation service charge and in 
wharfage were implemented in 1995. 


Victoria The Victorian government privatized two ports, Portland and 
Geelong, in 1996. These ports are subject to regulation under 
the Victorian Office of the Regulator-General. Price regula¬ 
tion consists of five-year price caps where ‘x’ is set at five per 
cent per annum. 

The Port of Melbourne Authority has been separated into 
three entities, the MPC (Melbourne Ports Corporation), the 
VCA (Victorian Channels Authority), and the MPS (Mel¬ 
bourne Ports Services). The MPC and the VCA are to remain 
in public ownership, while the latter is in the process of being 
privatized. Tenders for the management of the Port of 
Westernport are currently being assessed. 


^ Dollars in this paper refer to Australian dollars. 
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Role for the 
Australian 
Competition 
and Consumer 
Commission 


The role of the ACCC (Australian Competition & Consumer 
Commission) includes the fostering of competition, particu¬ 
larly in those areas of the economy where it is less than effec¬ 
tive. Where competition is likely to remain weak it may also 
have a role in restraining price increases. With the enactment 
of the Competition Policy Reform Act and supporting legisla¬ 
tion in the states, the Trade Practices Act and the Prices 
Surveillance Act now extend to port authorities. The ACCC 
also considers that it has a role to monitor and comment on 
reforms occurring in the ports sector. This would cover, for 
example, the pace of reform, how well it is achieving its 
objectives, whether it is appropriate to the particular port 
circumstances and to the users of the port, and whether 
reforms implemented are in line with the National Competi¬ 
tion Policy. 

The ACCC may provide input into leasing and licensing 
policies of port authorities to ensure competition is developed 
where possible and performance is improved. The ACCC is 
also concerned that entry is not prevented through regulatory 
barriers, such as exclusive licences and long-term leases. 


Session 1 


Regulatory framework 



271 Australian port authority reform 


Annex 1 

Port authority 
reforms 
(1990-96) 


Table 1 New South Wales 


Year Event 


1989/90 Separation of the MSB (Maritime Service Board) into three subsidi¬ 
aries to cover the ports of Newcastle, Sydney/Port Botany, and Port 
Kembla. A waterways authority was established, which is responsible 
for reform of pricing towards the 'user pays’ principles and elimina¬ 
tion of cross-subsidies. Divestiture to the private sector of Newcastle 
coal and other bulk-loading facilities. 

1990/91 Adoption of the landlord model leadingto separation of commercial, 

non-commercial, and regulatory functions and divestiture of non¬ 
core assets and responsibilities. Lease of Port Kembla coal loader to 
the private sector (which reportedly decreased charges by 22% over 
the following year). 

1991/92 Closure of the Balmain coal loader; transfer of regulatory functions 
to the Department of Transport: and withdrawal from pilotage 
service. 

1993/94 Closure of the Sydney maintenance workshop and increase in 

contracting out; and waterfront construction and navigation aids 
businesses contracted out. 

1994/95 Dissolution of the MSB and replacement with corporations covering 
the ports of Newcastle, Sydney/Port Botany, and Port Kembla. 

February 1995 Reduction in wharfage charges between 15% and 29%. 

July 1996 Reductions of 11% in navigation charges and 60% in empty 
container rates. 

November 1996 The SPC (Sydney Ports Corporation) concludes lease agreement with 
Patrick Stevedores. The lease term was extended from 2008 to 
2018. Incentives for productivity improvements and operational 
standards comparable to similar international container facilities 
were included in the agreement. Patrick Stevedores announced 
investment plans of 100 million dollars to progressively increase the 
capacity for container throughput from 330 000 teu per annum to 
550 000 by 1998 and 800 000 by 2003. 

July 1997 Port Kembla Port Corporation abandons its price schedule to be 
replaced by negotiated arrangements according to the DCN (Daily 
Commercial News) in a move to attract new cargoes to the port. 

July 1997 There could be a second-line handling services provider in Sydney 
with the entry of Melbourne Mooring Services. Currently, line 
services are provided by Stannard Brothers, which is a monopoly 
provider in the port, and the SPC has expressed concern at the cost 
of the service. 

July 1997 With the OOCL (Overseas Orient Container Line) not proceeding with 
a container terminal in Melbourne, there have been discussions 
between the OOCL and the SPC on a container terminal in Sydney. 
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Table 2 Victoria 


Year Event 


1991/92 

1992 

1993 


December 1994 
January 1995 


1995 

1996 


lJuly 1996 
September 
1996 

22 November 
1996 


November 1996 
July 1997 


Juiv 1997 


Strang Patrick Stevedoring awarded rights to develop East Swanson 
Dock as a multi-modal facility. 

The State Owned Enterprises Act passed, which focuses on commer¬ 
cial objectives, dividend payments as a return on equity, and income 
tax equivalents to be paid. 

Port tenants able to contract with a service provider of their choice 
for maintenance services rather than the PMA (Port of Melbourne 
Authority). This is consistent with the government’s policy of 
contracting out. The Port of Geelong Authority divests community 
and recreational facilities. 

Abolition of tonnage duty and reduction of 15% in wharfage at the 
Port of Melbourne on all cargoes. 

Release of government’s port reform policy including a commitment 
to provide 33% reduction in port charges (over a time period which is 
not specified). Other aims included increased efficiency. Key reforms 
were creation of the VGA (Victorian Channels Authority) and the MPC 
(Melbourne Ports Corporation), divestment of non-core assets and 
functions, and transfer of PMA regulatory functions to other bodies. 
Identification of the CSOs (community service obligations) and 
separate funding from state budget. 

Establishment of the VCA with responsibility for channels and navigation 
at all Victorian ports. Establishment of the MPC with a landlord role to 
replace the PMA. Privatization of the ports of Portland and Geelong, 
Regulation of charges by the Office of the Regulator-General under a 
price cap for five years, with charges to fall in real terms by 20% over 
that time. The Port of Westernport to be privatized. 

Reduction in wharfage of 20% at the Port of Melbourne. 

Melbourne Mooring Services commences operations in the Port of 
Melbourne. The incumbent MPS (Melbourne Port Services), which 
was part of the PMA. is sold to Skilled Engineering at the end of May. 
The EBAs (enterprise bargaining agreements) negotiated for the 
ports of Geelong and Portland. According to the MUA (Maritime 
Union of Australia), these allowed for increased flexibility although 
details were not provided in the DCN. 

Cali for expressions of interest in the MPS. 

Channel usage charges for Melbourne and Geelong decrease by 11% 
under an order from theORG. The VCA is subject to a price cap of CPI 
(consumer price index), 12%. Revenue derived provides shipping 
control, maintenance dredging, hydrographic surveys, and navigation 
aids. Channel charges are levied on a per tonne basis. Wharfage 
cSiarges, berth hire, and area hire are to be reduced by 8.5%. These 
charges are subject to a price cap of CPI 10%. The LSS (Liner Shipping 
Services) commented, however, that it was disappointed with the extent 
of decrease. The reduction in berth hire charges was to apply only to 
common user berths and not leased terminal berths. 

The OOCL pulls out of its proposal to establish a container terminal 
in Melbourne leaving the option that it may consider for a terminal. 
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Tables South Australia 


Year 

Event 

1990 

Restructuring of the Department of Marine and Harbours, which 
included divestiture of dredging and workshop services with 
contracting out introduced. 

1993 

Reform of pricing policy. 

1994 

Formation of the South Australian Ports Corporation on 24 October 
(which manages Port Adelaide and nine regional ports). A require¬ 
ment to earn a commercial rate of return on assets. The CSOs 
identified and separately funded including marine safety functions. 

1 January 1995 

Reductions in wharfage charges of 10% and 13% on general 
purpose containers and refrigerated containers, respectively. 

1995 

Commencement of payments of income tax equivalents and 
dividends on profits. 

1996 

Sale of bulk grain loading facilities at regional ports. 

Table 4 Western Australia 

Year 

Event 

1990 

The state government announces intention to corporatize GTEs 
(government trading enterprises), including port authorities. 

1992 

Integrated labour forces introduced in the ports of Albany, Bunbury, 
Esperance, Geraldton, Broome, and Wyndam. 

1994 

The FPA (Fremantle Port Authority) closes stevedoring maintenance 
service. Pricing reform towards user pays principle. 

July 1995 

Reduction in port charges by an average of 9.5%. 

1996 

Commercialization of the FPA whereby management will have 
increased autonomy and acceptability. Specific changes include 
removal of three per cent statutory levy on turnover with no in¬ 
creases in port charges for 1996/97. The CSOs to be funded by the 
government. 

ljulyl996 

Introduction of regime for the FPA. 

July 1997 

The FPA announces lower charges for wharfage, berth hire, pilotage, 
and hazardous cargo charges from 1 July. Factors underlying the 
decrease were increased trade through the port, improved effi¬ 
ciency, and commercialization of the port. The FPA claims charges 
have decreased by 27% in real terms over four years. 
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Table 5 Tasmania 


Year 

Event 

1990 

The State Authorities Financial Management Act enacted with 
provisions requiring payment of adequate returns. 

1993 

Introduction of competitive neutrality principles. Requirements for 
port authorities to pay income tax equivalents and guarantee fees. 

The CSOs separately funded. 

November 1996 

Four ports, Hobart, Launceston, Devonport, and Burnie, to be 
corporatized. The port authorities to be incorporated and owned by 
the state government. Non-commercial functions such as regulation 
and community services to be provided through a new statutory 
authority. 

Table 6 Queensland 

Year 

Event 

1990 

Review of Queensland’s ports recommends port authorities be 
corporatized. 

1992 

Queensland government releases paper on guidelines for 
corporatization. Included provisions for loan guarantee fees and 
application of all taxes and charges, 

June 1994 

Certification of the EBA for the Port of Brisbane including an 
increase in base working hours from 36.25 to 38 hours per week. 

July 1994 

The Brisbane Port Authority and the Gladstone Port Authority 
corporatized. The board is required to submit an annual plan to the 
Minister of Transport and Treasurer. Berthage charges on cargo¬ 
carrying vessels abolished to help encourage more shipping to use 
the port. Other reforms include direct funding of the CSOs, require¬ 
ment to earn a commercial rate of return on assets. 

July 1995 

Implementation of a taxation equivalents regime whereby an amount 
paid on profits based is on Commonwealth taxation. 

1995 

Review of pricing policy flagged in the Annual Report. 

1996 

New stevedore, Keon, enters the port. 

January 1997 

Reduction in docking and conservancy fees for ships using Queens¬ 
land ports. 
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Port authority 
leasing 
policies: 
recommenda¬ 
tions 

Principles of 
the National 
Competition 
Policy 


Industry 
Commission 
Model (from 
1993 report) 


Other 

measures to 

promote 

reform 


TheTPC (Trade Practices Commission) in 1992 listed rec¬ 
ommendations for port authority leasing policies in its report 
Port Leasing Policies: A way to competition and efficiency on the 
zvaterfront (December 1992).These included competitive 
tendering, short-term leases, and valuation of port assets at 
opportunity cost. 

Principles of the policy recommend separation of regulatory 
and commercial functions^ that government enterprises oper¬ 
ate on an equal basis with the private sector, i.e., there be 
competitive neutrality; extension of the coverage of Part IV of 
the Trade Practices Act, 1974, to include state government 
authorities; and regulation of monopoly pricing. 

The IC (Industry Commission) supported the landlord role 
for port authorities providing core functions only and not 
services which could be undertaken by the private sector, the 
only exceptions being smaller outports. Privatization was also 
considered and recommended as an option. 

A corporate environment was recommended for port au¬ 
thorities as there would be autonomy from government and 
stronger efficiency incentives. Other key recommendations 
were that (1) they should be separate bodies from the depart¬ 
mental structure of government, (2) they should not regulate 
functions in which they are also engaged, (3) they should be 
liable for taxes and government charges, and (4) regulatory 
and leasing role of port authorities be separated from port 
authorities where they themselves are engaged in the 
function(s). 

B Declaration under the PSA (Prices Surveillance Act), 1983 
for either surveillance or formal monitoring 
B Integration of port labour forces 

B Identification of non-core functions of port authorities and 
opening to private sector competition 
B Establishment of performance benchmarks to facilitate 
yardstick competition 

® Landbridging and breakdown of pan-Australian freight 
rates to promote inter-port competition 
H Privatization in some cases 

B Introduction of common terminology for charges as recom¬ 
mended by the IC, but which has not yet been imple¬ 
mented 
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® Port authority charges are as significant a cost to ship 
operators as other port services (e.g., pilotage, towage, and 
stevedoring). 

H It may be argued that port authorities have market power, 
assuming markets are defined as regional. 

« The PSA now extends to cover state government authori¬ 
ties which are not subject to a state pricing authority. 

H The IC in its 1993 report recommended that the ACCC 
should have oversight of charges. 

H Pricing issues including the pricing of underutilized port assets ~ 
To what extent should a commercial rate of return be 
earned on such assets or should port authority owners earn 
a lower return? If labour and capital productivity in ports 
improves, leading to lower ship turnaround times while 
berth hire is based on time at a berth, who should absorb a 
revenue shortfall? Do present pricing structures based on 
time discourage efficiency improvements? 

■ Monitoring port authorities would complement other 
monitoring in the maritime sector such as coastal shipping 
freight rates, towage charges, and stevedoring. 

■ In recent years, port authorities have been subject to com¬ 
mercialization, corporatization, privatization (in the case of 
three Victorian regional ports), and shedding of non-core 
functions. These policies aim to improve efficiency. How¬ 
ever, there is a need for an assessment of whether benefits 
arising are passed to users. There is a concern that benefits 
could pass to state governments. 

■ There would be a need, however, for coordination with 
other agencies doing waterfront monitoring work. 

■ Waterfront monitoring has been done to date by other 
agencies. 

a Reductions in navigation service charges and in wharfage 
were implemented in 1995. 
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Issues in 
transition 


What are the key issues of transition which have an impact on 
the market structure pertaining to ports, especially minor 
ports and private operators? Both the central and state gov¬ 
ernments through the MoST (Ministry of Surface Transport) 
and state maritime boards have been endeavouring to over¬ 
come the problems which have plagued infrastructure devel¬ 
opment in India. However, having already made the transition 
to being proactive than reactive, the pace of implementation 
of integrated infrastructure imperatives needs to be speeded 
up considerably. The valuable suggestions made by Dr Rakesh 
Mohan in the India Infrastructure Report and the recent ones 
made by the Task Force on Infrastructure, under the chair¬ 
manship of Mr Ratan Tata, set up by the Honourable Prime 
Minister need to be implemented in a time-bound programme 
to ensure that the huge demand and supply gap in the ever- 
increasing seaborne trade volumes of our country vis-a-vis 
non-commensurate port facilities available is narrowed down 
by the beginning of the new millennium. 

The need of the hour is transition from isolated infrastruc¬ 
ture development to integrated infrastructure development of 
major and minor ports in India. This should be done by 
public, private, and joint sectors, as well as strategic alliance 
with foreign ports such as Singapore, and by closer coordina¬ 
tion between state and central governments. This transition 
can be specifically divided into two broad categories. 


Integrated A strategic master development plan for the entire Indian port 
port sector covering major and minor, private, and captive ports 
development with a time-bound implementation target should be devel¬ 
oped, based on pick-up in cargo volumes/potentiality, changes 
in shipping technology, bulk, break-bulk and container¬ 
handling operations and related equipment, hub/transhipment 
ports, coastal shipping, and inland transport links. Having 
crystallized this, the existing and prevailing conditions at 
these ports have to be analysed. Step-wise implementation 
should be indicated towards augmenting existing port facili¬ 
ties by way of removal of constraints like redundant labour 
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laws, modernization, replacement of existing equipment, and 
creation of new ports at greenfield sites. This, in turn, should 
lead to specific transition steps such as 

■ buy-out of redundant labour and changes in existing port 
labour laws 

■ more budgetary allocation by the government for meeting 
the huge funding needs for upgradation of existing equip¬ 
ment and development of new ports 

■ changes in investment policies and higher fiscal incentives 
to facilitate and rope in private sector investments. 

However, when considering such integrated port develop¬ 
ment, commercial factors must be integrated with social and 
economic benefits. The strategic plan should also consider the 
market position, market role, and expectations - not forecasts 
but targets which reflect the nations’ and ports’ objectives. 
Considering the market structure and the market demand for 
port expansion and enhanced facilities, and relating it to the 
huge investments needed to provide the same, the beneficiar¬ 
ies, namely the exporters/importers (public/private), transport¬ 
ers, warehousing and container corporations/private parties, 
etc., can also share the cost by way of investment in the devel¬ 
opment of the port sector, apart from the enhanced govern¬ 
ment budgetary allocation and private sector investments. 
Integration of all beneficiaries w'ould ensure a better market 
structure for infrastructure development. A suitable mecha¬ 
nism can be evolved to ensure that these public-public, pub¬ 
lic-private, private-private partnerships get driven by market 
forces and accrue benefits. The existing restrictions on invest¬ 
ments by government corporations in infrastructure develop¬ 
ment act as deterrents. 

Supportive The second aspect pertains to providing proper collateral/ 
infrastructure supportive infrastructure to ports. The mandatory collateral 
development infrastructure for a seaport comprises mainly rail and road 

links to ensure the speedy movement of cargo to and from the 
port. The port development authority should primarily con¬ 
centrate on the development, operations, and management of 
the port, whereas the government (central or state) has to 
ensure adequate connectivity of the port with its hinterland. 
Unlortunately, in India, such supportive infrastructure is not 
readily available. The purpose behind the enhancement of 
existing port facilities or development of new ports would be 
deleated unless and until simultaneous and commensurate 
supportive infrastructure development takes place. Herein lies 
the need for transition to an integrated infrastructure 
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development plan for the nation as a whole, as well as the 
maritime states, some of which (like Gujarat) have taken steps 
in this direction. The lack of supportive infrastructure leads to 
lack of response by private sector investors as has happened in 
the Jaigad port development project in Maharashtra, where 
the distance of 43 km from the national highway and 50 km 
from the Konkan railway acted as a major deterrent. As a part 
of the national plan for strategic integrated infrastructure 
development, not only the major ports but also the minor 
ports should be connected to the national highway rather than 
the state highway as prioritization, implementation, and 
availability of funds would be relatively greater. 


Safety and 

conservancy 

aspects 


Safety and conservancy aspects are interlinked with the pro¬ 
tection of the environment, especially in the operational 
aspects of a multi-purpose port such as the port of Pipavav 
which handles bulk, break-bulk, containers, as also liquid, 
liquefied petroleum gas, petroleum, oil, and lubricants, and 
chemical cargo. Operational safety and proper conservancy at 
the port of Pipavav or any other port depends on various 
factors including 

» proper awareness and skill of port personnel and their 
deployment based on requisite expertise and experience 

■ quality of facilities which inter alia comprises proper navi¬ 
gational/piloting and transit tower aids for safe port access 

® proper administrative and organizational structures, and 
structuring of the operational laid-down processes, systems, 
and procedures 

■ availability of resources and willingness of the management 
to use these for improving the safety standards and protect¬ 
ing the environment. 


Port facilities should be set up subsequent to proper risk 
and environmental impact assessments. These safety aspects 
over constructional hygiene which includes planning and 
construction of the port with safety and environment in mind, 
e.g., safe roads and stackyards / warehouse buildings for 
storage of dangerous goods, fire detection, alarm and fighting 
systems, sufficient lighting, adequate communication systems, 
etc. It also involves operational discipline related to all long- 
and medium-term and day-to-day planning and execution of 
the normal operations in a port. Since these areas require 
substantial expertise and experience, prior to inducting or 
developing in-house expertise, these functions could be con¬ 
tracted out to the right private personnel who in turn would 
train and imbibe the personnel for future in-house absorption. 
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Scope for port 
competition 


Challenges 

ahead 


Normally^ no port in India can be considered to be in a mo¬ 
nopolistic market position since direct or indirect competition 
driven by market demand and market forces exists. Each port 
has its immediate captive area which can be categorized as 
regional/immediate hinterland where inter-port competition 
would be negligible because of distinct locational advantages, 
relatively lesser distances and commensurately lesser transpor¬ 
tation costs, and less lead time for movement of cargo to and 
from the particular port. However, the marginal area or 
extended hinterland of a particular port is where the inter- 
port competition in relation to port users or attracting ship¬ 
ping lines exists. 

The port users would consider the port navigational facili¬ 
ties, vessel turnaround time, detention/demurrage charges, 
stackyard/warehousing facilities, vessel calls by shipping lines, 
connectivity by road and rail, tariff structure, productivity of 
labour, customs procedures, etc., as the prime factors because 
the bottom line of port users would be what makes the most 
commercial sense. The question to be answered by each port 
authority is how the particular port is seen from the custom¬ 
er s point of view. As a part of the management philosophy 
and strategy, inter-port competition should be accepted as a 
positive incentive to improve port services. 

Having accepted the fact of inter-port competition, a 
particular port has to define the role it wants to play in the 
overall national port development plan which implies dove¬ 
tailing it with the integrated infrastructure development plan. 
At the same time, the particular port management must 
dehne its market position and accordingly carry out requisite 
actions for influencing and channelling the flow of cargo 
through their port. 

However, considering the cargo projections and potentiality 
an the relative huge demand and supply gap vis-a-vis port 
acilities available or on the anvil, there is enough traffic/cargo 
a\ailability for existing operational ports as well as for pro¬ 
posed new ports or enhancement in existing port facilities, 
nter-port competition should be one of the greatest motivat¬ 
ing factors for ambitious management. 

India has a long way to go and the task ahead is full of chal- 
enges and opportunities for both the public and private 
sectors to ensure a smooth, effective, and efficient transition 
to a liberalized environment. 


Session 2 Market structure 



Mumbai Port 
Trust, Mumbai 


R R Sinha 

Ports: market structure 


Transition to a liberalized environment; experiences and 
issues in regulation 281 


Exhibit 1 Issues which make commercialization and privatiza¬ 
tion imperative 


1 Technological development and expertise 

2 Productivity and competitiveness 

3 Dynamism and flexibility 

4 Capital-intensive 

5 Ineffective institutional structure 

6 Market forces 


Exhibit 2 Different models 


1 Landlord ports 

2 Comprehensive ports 

3 Existing major ports 

4 Minor ports 

There is no dearth of experience around the world and it 
is better we learn from them and consciously make our 
choice 


Exhibit 3 Constraints 
(Not in order of importance) 


1 Environment (coastal regulation zone regulations) 

2 Labour 

3 Freedom to fix tariff in major ports 

4 Inability of Indian firms 

5 Back-up policy and infrastructure 

6 Existing set-up in major ports 
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India, surrounded by the Bay of Bengal, Indian Ocean, and 
the Arabian Sea, has a 6000-km-long coastline studded with 
160-odd ports. Eleven are major ports and the remaining are 
commonly known as intermediate and minor ports. Major 
port refers to any port which the central government may by 
notification in the Official Gazette declare, or may under any 
law for the time being in force, have declared to be a major 
port. ‘Other ports’ means any port which the state govern¬ 
ment by notification in the Official Gazette declares to be a 
state-controlled port. 

Legislation governing the functioning of the ports in India 
today primarily is the Indian Ports Act, 1908 covering all 
ports, and the Major Port Trusts Act, 1963 regulating the 
major ports. 

A port is a 'local authority’ legally entitled to or entrusted 
by the government with the control and management of local 
funds. Ports are entrusted with the performance of civil duties 
and functions, which would otherwise be governmental duties 
and functions. Ports have the power to raise funds for the 
furtherance of their activities by levying charges, fees, etc. 

Only 17 of the state ports service ocean-going vessels. The 
administration, management, and development of state ports 
are the responsibilities of the maritime board in the states 
where it has been constituted under a statute. In other states, 
the port’s directorate, functioning as a department of the 
government, oversees port activities. 

The traffic handled by Indian ports (both major and minor) 
during the last five years is given in Table 1. 


Table 1 Traffic handled by Indian ports from 1993 to 1998 (million tonnes) 


Ports 

1993/94 

1994/95 

1995/96 

1996/97 

1997/98 

Major ports 

179.26 

197.26 

215,34 

227.13 

251.51 


(93) 

(92) 

(91) 

(92) 

(88) 

Minor ports 

14.23 

18.41 

20,30 

24.93 

35.34 


17) 

(8) 

(9) 

(8) 

(12) 

Total 

193.49 

215.67 

235.64 

252,06 

286.85 


Note Figures in parentheses denote percentage levels. 
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Appraisal of capacity by port and by commodity vis-a-vis 
traffic handled at major ports in 1997/98 shows capacity 
constraints and that the ports are operating beyond or near¬ 
saturation points of their capacities, resulting in high-berthing 
detention and turnaround time of ships. Against an available 
aggregate capacity of 217.21 million tonnes, traffic handled at 
major ports in 1997/98 was 251.51 million tonnes. 

Traffic projections made by the Ninth Plan Working Group 
envisage traffic of 424 million tonnes in 2002, the terminal 
year of the Ninth Five-Year Plan, On completion of the 
Eighth Plan, spill-over schemes now under execution, the 
capacity will go up to 252 million tonnes. Against the addi¬ 
tional capacity needs of about 172 million tonnes by the 
terminal year of the Ninth Plan, an addition of 122 million 
tonnes capacity is envisaged at major ports at an estimated 
cost of 175 billion rupees (4.5 billion dollars). The shortfall is 
proposed to be met through the development of state ports 
and captive facilities by user industries, in addition to induc¬ 
tion of private investment. 

Adopting the strategies used by ports worldwide to address 
problems under similar circumstances, liberalization, mod¬ 
ernization, commercialization, and privatization of ports have 
been thought of. It is an invitation to both Indian and foreign 
organizations to invest in various port developmental activi¬ 
ties. Areas have been identified for private sector participa¬ 
tion. Detailed guidelines in respect of procedures to be 
followed for inviting private investment have been announced. 

A scheme of joint venture formations between major ports 
and foreign ports, between major ports and minor ports, 
without tenders, and between major ports and company(ies) 
through tenders has been approved by the cabinet. The gov¬ 
ernment has since changed its fiscal policies to offer various 
incentives to the private investor in the development of port 
infrastructure. 

Figure 1 graphically represents the spectrum of options under 
commercialization/privatization. Commercialization seeks to 
introduce strategies typical of the private sector into public 

Maximum public Maximum private 

sector participation sector participation 


Traditional Commercialization Corporatization Privatization 

publicly-owned and 
operated 

Figure 1 Spectrum of commercialization/privatization options 
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port management. Commercialization is adopted as a transi¬ 
tion towards greater private sector involvement. The next step 
‘corporatization’ is the transformation of the port from its 
statutory role under port legislation to a fully commercialized 
but government-owned body, subject to the Companies Act, 
1956, Such a move will boost the levels of independence from 
day-to-day bureaucratic intervention and of financial freedom. 
This will require separating public statutory functions from 
commercial activities, leaving only the latter with the newly 
created corporations. Equities of these companies are then 
sold to private operators/investors and the original port au¬ 
thority is transformed into the new landlord port authority, 
with regulatory power vested in it. 

In a joint venture company, the governmental entity may 
invest by way of cash, assets, land, or right to use the fore¬ 
shore as its share of equity. A private sector company may 
invest through financing and in upgrading facilities or buying 
new equipment, as well as the provision of technical and 
managerial expertise. 

Leasing provides for full transfer of specified assets to a 
private operator for an agreed period of time. Longer agree¬ 
ments encourage the private party to make more significant 
investments and to take other steps to build up the business. 

Privatization implies actual transfer to ownership of land, 
infrastructure, and/or equipment to the private sector to own 
in perpetuity. 

Under the restrictive ambit of the Major Port Trusts Act, 
1963, major ports are unable to operate in increasingly mar¬ 
ket-oriented situations and obtain flexibility of commercial 
operations. A structural reorganization of major port trusts is 
called for to provide the necessary independence of authority 
and decision-making, coagulate investment, execute projects, 
and manage operations with professional finesse. The required 
structural reorganization of major ports is sought to be 
achieved through their corporatization. 

Not much complexity exists for state ports. The maritime 
board / state port department is responsible for the conserv¬ 
ancy and administration of state ports in accordance with the 
Indian Ports Act, 1908 and other statutes and rules framed 
thereunder. Maritime states, especially Gujarat, Maharashtra, 
Andhra Pradesh, etc., are responding more and more to initia¬ 
tives from prospective developers rather than preparing their 
own overall plan and encouraging activities at greenfield sites. 

I he state governments envisage an integrated port development 
strategy, comprising the creation of port facilities, industriali¬ 
zation, and development of infrastructural facilities such as 
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roads and railways linking ports to the hinterland. Suitable 
sites for development have been identified, techno-economic 
pre-feasibility studies carried out, and guidelines formulated 
for the development of multi-user facilities by private sector 
participation. 

The state ports have the advantage over major ports in that 
the maritime boards / state port departments are responsible 
for both regulatory and developmental activities in the mari¬ 
time field. Thus, private entrepreneurs have less hurdles to 
negotiate and enjoy the much-needed functional autonomy 
and operational flexibility. This is amply clear from the 
present scenario. Two private ports, Pipavav and Adani, are 
already operational in Gujarat; keen interest is being shown 
by multinational/private companies for the development of 
port facilities in Maroli, Dhamra, Colachal, Vadarevu, and 
Gangavaram, and in the captive facilities in Dabhol, Nandikur, 
etc. Public and private sector companies are developing or 
planning captive port facilities in Dahej, Hazira, Bedi, etc. 

The future of port labour in the event of privatization of 
ports is one of the most contentious issues. Most major ports 
are overstaffed and infested with restrictive practices, which 
have grown over the years. Alternative employment opportu¬ 
nities are limited. The Voluntary Retirement or the Golden 
Handshake Scheme offered to the employees of major ports in 
1992 met with little response. Most of those who availed of 
the opportunity were not the target persons, and the scum 
remained. Rationalization of labour practices and correspond¬ 
ing adaptation of the workforce through socially acceptable 
schemes are imperative for any significant private sector 
involvement. 

An overriding aim of the private sector is to make an ap¬ 
propriate return on its investment. This is the driving force in 
a competitive environment and it encourages attainment of 
the highest levels of efficiency. The private sector looks out for 
opportunities where its skill and resources can best be em¬ 
ployed to maximize returns within an environment of manage¬ 
able risk. Government action to control tariffs or cap profits 
will, therefore, have a direct impact on the primary objective 
of the private sector and may make the project unattractive. A 
private company may not accept a long-term contract for the 
management and operation of a commercial undertaking 
without control of the pricing process. Another concern is the 
currency in which tariffs are denominated. A large amount of 
an operator’s expenses may be payable abroad, e.g., capital 
and interest payment, purchase of equipment, etc., whereas 
local legislation may mandate tariff in domestic currency. 
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The Chinese government has released joint ventures from 
price control and given full freedom in setting terminal tariffs. 
The Port of Rotterdam assumes that competition within and 
between ports will keep tariffs in line with actual costs and the 
operators’ profit motivation will serve to enhance efficiency 
and minimize costs. Law 62/97 grants freedom to each port 
authority in Spain to determine the level of port dues and 
tariff to be charged. In the UK, the Harbour Act, 1964 allows 
ports freedom to determine their own tariff, subject to test of 
reasonableness, which can be answered in courts. 

Under the existing Port Acts, it is not conceptually possible 
to vest the control, ownership, and management of a major 
port on any public/private/joint venture company. To provide 
more autonomy to port authorities, be it a private, corporate, 
joint venture, or trust body, the age-old Indian Ports Act, 

1908 and Major Port Trusts Act, 1963 need to be amended. 
This is under active consideration of the government. During 
the last decade or so, a large number of countries enacted new 
legislation for port privatization, instead of fine-tuning and 
amending the existing acts. It is high time that the Govern¬ 
ment of India follows suit and expedites the process of transi¬ 
tion to a liberalized environment for Indian ports. 
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The Victorian government implemented a wide range of 
reform programmes between 1995 and 1997. Its key aim was 
the introduction of a competitive environment, which 
demanded structural and regulatory reform and finally priva¬ 
tization. 

This paper describes the regulatory framework that was put 
in place as a surrogate for competition for services where 
natural monopoly existed and competition was not possible. 

It also describes how Victoria has adopted the average revenue 
yield type price control (widely used in electricity and 
telecommunications industries) to regulate the monopoly port 
services. 

In 1995, before deregulation, Victoria’s commercial ports 
were administered by the PMA (Port of Melbourne Author¬ 
ity), the PGA (Port of Geelong Authority), and the PPA (Port 
of Portland Authority). The port authorities before deregula¬ 
tion have been described by the Victorian government’s Priva¬ 
tization and Industry Reform Division. 

Port of The Port of Melbourne was Australia’s largest container port, 
Melbourne which also handled a wide range of general cargo. It had 48 
Authority berths for commercial shipping. Melbourne’s container cargo 
(about 76% ofthe total trade) landed at either of the two 
privately operated container terminals at Swanston Dock or at 
Webb Dock which services coastal and overseas roll-on-roll- 
off vessels. 

The Port of Hastings consisted of three commercial berths. 
Two of these were dedicated to BHP Steel and the Esso/BHP 
Petroleum joint ventures, respectively. Ninety per cent of the 
port’s trade was bulk liquid. Private firms provided pilotage, 
towage, and stevedoring at PMA’s ports. 

Port of The PGA administered the Port of Geelong - a regional cargo 
Geelong port with 14 commercial berths in separate locations, along 
Authority with a ship repair facility and slipway. Geelong’s trade 
consisted of petroleum products, grain, fertilizers, steel, 
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chemicals, smelter raw materials, timber products, and other 
bulk. Private firms provided pilotage, towage, stevedoring, 
wharf cleaning, lines, and security services. 

Port of The PPA administered the Port of Portland which was a 
Portland regional general cargo port consisting of five common user 
Authority berths and one dedicated berth for the Portland Aluminium 
Smelter, The port’s main cargoes were grains, woodchips, 
aluminium products and raw materials, fertilizers, and live¬ 
stock. A significant commercial fishing fleet also resided at the 
port. The authority provided towage and stevedoring services. 

In 1995, these government-owned businesses still lacked 
commercial focus and performance standard, despite signifi¬ 
cant commercialization of port authorities in the proceeding 
years. The financial performance of the authorities was poor 
and levels of return to the government remained very low 
(Annex 1). 


Reform in the In 1995, the following reforms were undertaken. 

ports ■ A new public sector landlord, the MPC (Melbourne Port 
Corporation), was established for the Port of Melbourne. 
The MPC is the statutory authority responsible for plan¬ 
ning and coordinating the development of port land and 
infrastructure within that area and making that land and 
infrastructure available to port service providers. 

■ The Ports of Geelong, Portland, and Hastings have been 
sold to initial port operators who are responsible for the 
management and operations of these ports. 

■ A new statutory authority - VGA (Victorian Channels 
Authority) - was set up and is responsible for all channels 
in Port Phillip and Corio Bays, Portland and Westernport, 
and the Ports of Melbourne and Geelong. The responsibili¬ 
ties of the VGA are harbour control in Port Phillip and 
Corio Bays, the dredging and maintenance of channels, and 
provision of navigational aids to the PMA’s customers. 


Regulatory 

framework 


The regulatory framework provided for the port services 
industry is essentially light handed. The Regulator-General 
describes the framework by way of legislation and other 
relevant documents as 

■ providing an unambiguous framework which maximizes the 
scope for commercially negotiated outcomes 

® avoiding onerous restrictions or reporting requirements on 
market participants 

■ including effective reserve powers to protect customers and 
correct uncompetitive market behaviour. 
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That is, as far as reasonably practicable, the regulatory 
framework encourages industry participants and their custom¬ 
ers to negotiate commercial outcomes with intervention by 
the Office of the Regulator-General (hereafter, the Office) 
only where it is necessary to correct misuse or abuse of mar¬ 
ket power in the interests of competition or customers. 

Prescribed Ports contain one clear example of natural monopoly - ship- 
services ping channels. The Victorian government chose to confine the 
regulatory scope to those activities over which port operators 
were known to have significant market power. These activities 
were termed ‘prescribed services’. 

The following are prescribed services under the Port Serv¬ 
ices Act, 1995, and are under the ambit of the Office of the 
Regulator-General. 

® The provision of channels for use by shipping. 

B The making available of berths, buoys, or dolphins in 
connection with the berthing of vessels in the Ports of 
Melbourne, Geelong, Portland, and Hastings. 

B The provision of short-term storage or cargo-marshalling 
facilities in connection with the loading or unloading of 
vessels at adjacent berths, buoys, or dolphins in the Ports of 
Melbourne, Geelong, Portland, and Hastings. 

® The connection of water or electricity to berthed vessels in the 
Ports of Melbourne, Geelong, Portland, and Hastings. 

B Towage in the Ports of Geelong, Portland, and Hastings. 

H Until 30 June 1999, pilotage in the Ports of Melbourne, 
Geelong, and Hastings to which the agreement dated 
3 June 1989 between the Marine Board of Victoria and 
Port Phillip Sea Pilots applies. 

Pricing The Victorian government had committed itself to achieving 
regulation particular reductions in overall charges at the ports. 

B A 33% reduction in the PMA charges over three years. 

B A 22% reduction in Port of Geelong over several years. 

B Overall reduction of 20% in Port of Portland charges. 

The regulatory structure of prices for port services is as 
follows (see Figure 1). 

■ Prescribed services which are regulated by the Port Serv¬ 
ices Act, 1995. 

B Competitive services which are offered on normal commer¬ 
cial terms and conditions. 

Regulation of prices under pricing orders is principally 
achieved by fixing a maximum average revenue in relation to 
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Figure 1 Regulation of port services 


regulated services provided by each regulated service pro¬ 
vider. The pricing orders require the Office to approve regu¬ 
lated prices for each financial year. This includes increases in 
existing regulated prices or regulated prices for new or addi¬ 
tional regulated services that may be provided from time to 
time. 

The purpose of requiring these approvals of regulated 
prices is principally to enable the Office to be satisfied that 
regulated prices comply with the maximum weighted average 
revenue cap under the pricing orders and are otherwise con¬ 
sistent with the objectives. 

Exempt Regulated services provided under long-term contract are 
contracts exempt from the price cap, on grounds that if the parties are 
able to bilaterally agree on terms and conditions from posi¬ 
tions of equal strength, there is no compelling economic 
reason for a third party to impose conditions to protect one or 
other of the initial parties to the contract. 

Channel usage 

Channel usage (or tonnage) charges apply for the provision of 
channels for use by shipping. Each vessel arriving in the 
relevant port waters may be charged channel usage calculated 
by reference to the tonnage of a vessel or in any other manner 
permitted under the pricing orders. Different channel usage 
charges may be determined in respect of different vessels or 
class of vessels; or different cargo or class of cargo; or accord¬ 
ing to the length of time a vessel is in the relevant port waters. 
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Wharfage 

Wharfage charges apply for the provision of short-term stor¬ 
age or cargo-marshalling facilities in connection with the 
loading or unloading of vessels at adjacent berths, buoys, or 
dolphins. Wharfage may be calculated by reference to the 
quantity, volume, weight, or value of cargo loaded or 
unloaded at the site. Different wharfage charges may be set in 
respect of a site or class of sites, or cargo or a class of cargo, 
or a vessel or class of vessels, or according to other such 
factors. 

Berth hire 

Berth hire charges apply for making berths, buoys, or dol¬ 
phins available in connection with the berthing of vessels. 
Different berth hire charges may be set in respect of a site or 
class of sites, or cargo or class of cargo, or a vessel or a class 
of vessels, or according to other such factors. 

All wharfage and channel usage charges are payable on 
demand by the MFC, the VGA, or the channel operator who 
may appoint agents for the collection of these charges. Annexes 
2-5 give the initial schedule of prices for each of the ports. 

Port promotion levy 

An occupier or licensee of land within the Melbourne port 
area (other than the MFC) must pay port promotion levy to 
the MFC. The amount of the port promotion levy is to be 
determined by the MFC with the approval of the minister. 
Different amounts may be determined as the port promotion 
levy in respect of different land or classes of land, or different 
occupiers or licensees, or class of occupiers or licensees. The 
port promotion levy is payable to the MFC at such time or 
times as the MFC determines with the approval of the minis¬ 
ter. The port promotion levy is not payable after the expira¬ 
tion of two years from the commencement of the Port 
Services Act 1995. 

Port promotion fund 

The MFC must establish and maintain a fund to be called the 
port promotion fund. The MFC must pay amounts received 
by it as port promotion levy and any other money given to it 
specifically for the purpose of promoting the use of the Port 
of Melbourne for maritime commerce into the port promo¬ 
tion fund. Money standing to the credit of the port promotion 
fund must be applied in the promotion of use of the Port of 
Melbourne for maritime commerce. 
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Price controls Price caps 

In respect of price capped regulated services, the pricing 
orders specify the government’s initial prices until 30 June 
1997. 

■ The weighted average revenue cap which applies a CPI-x 
(consumer price index-x) formula to price movements 
between 30 June 1997 and 30 June 2000. 

■ The principles and administrative procedures for varying 
charges under the CPI-x price caps. 

Weighted average revenue price caps 

The pricing orders apply a CPI-x weighted average revenue 
cap to the prescribed prices. 

Under the formula, a port authority’s average price for a 
financial year cannot exceed its MWAR (maximum weighted 
average revenue) cap. The authority’s MWAR cap is calcu¬ 
lated by reference to 

■ its weighted average revenue in the base year (the financial 
year 1996/97) escalated according to the CPI escalation 
since the base year 

■ less the effect of the X factor applied to the particular 
authority 

■ taking account of the particular authority’s under- and 
over-recovery of price capped average revenue from the 
previous financial year. 

All charges for price capped regulated services are to be 
converted into a measure ‘per tonne’ for the purposes of the 
MWAR cap irrespective of their unit of charge (flat annual 
fee, explicit charges on weight, volume, mass, or time meas¬ 
ures, or any other agreed commercial method), 

X factors 

The X factors are legislated to achieve compound real price 
reductions, from 30 June 1997 to 30 June 2000 as shown in 
Table I. 

Price control The Office may approve a new or revised schedule of maxi- 
formula for mum prices if the Office is satisfied that the regulated prices 
we/g ted comply W’ith the port’s MWAR cap and they are consistent 
average with the objectives. 

revenue cap 

Maximum weighted average revenue cap 

Each regulated entity must ensure that the AR (average 
revenue) derived from regulated services in a particular 
Isnancial year after the base year does not exceed the MWAR 
cap for that financial year. 
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Table 1 X factors (cumulative) of ports and channels (%) 


Port/channel 

1997/98 

1998/99 

1999/2000 

Port of Melbourne 

10 

20 

30 

Port of Hastings 

0 

0 

0 

Port of Geelong 

0 

0 

0 

Port of Portland 

4 

8 

12 

Victorian Channels Authority 

12 

24 

36 


The AR and MWAR are to be calculated accordingly as 
follows. 

The AR derived from regulated services provided by a port 
in financial year ‘t’ is to be calculated as 


where 

ARj = the AR (in dollars/tonne) derived from all regulated 
services in year ‘t’ 

R^ = the total revenue (in dollars) derived from regulated 
services during year ‘t’ 

Tj = is the total quantity of cargo (in tonnes) which is 
loaded or unloaded by the port regulated services 
during year h’. 


AR , R , and T are to be calculated on the basis of reasonable 
forecasts by the port. 

The MWAR for a particular port is to be calculated as 
MWAR, = (CPI, - X) X WAR, - K,_, 


where 

MWAR, = the MWAR (in dollars/tonne) for all regulated 
services provided by that port in year ‘t’ 

CPI, = the CPI for financial year ‘t’ as defined in the 
pricing orders 

X = an annual adjustment factor applied for financial 

year ‘t’ consistent with the definition of the CPI 
(which accumulates from the March quarter in 
the 1995/96 financial year). 


WAR, for a port is calculated as 


WAR, 


z 

P=1 



fT„,Y 

AR„ h 


pjO j 

ItJJ 
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where 

b = the base year, being the year ending 30 June 1997; 
AR = the AR (in dollars/tonne) is calculated as 

p,b 


ARp,. = ^ 

where 

R the total revenue derived from regulated services 
(cargo category ‘p’) during the base year 
T ^ = the tonnes of cargo category ‘p’ that is loaded or 
unloaded in the port during the base year 
T = the reasonable forecast in tonnes of cargo category ‘p’ 
which will be loaded or unloaded in the port utilizing 
regulated services in year ‘t’ 

T = the forecast in tonnes of all cargo which will be loaded 
or unloaded during year ‘t’ 

p=n 

Yj - requires the summation over all cargo categories. 

p=i 

For cargo categories in any year, which was part of the base 
year ‘b’, the Office may make adjustments as it considers 
necessary to WAR^ 

K is a correction factor that adjusts for the difference 
between forecast AR and MWAR and estimated AR and 
MWAR based on nine months of actual data. 

■ K , is zero for 1996, 1997, and 1998. 

H After 30 June 1998, K j is to be calculated as 

k,.i = ar:_,-mwar“‘', 


where 
AR'’ , 


MWAR^ 


= is the AR (in dollars/tonne) for year t-1, but 
substituting for forecast revenue and tonnes the 
actual revenue and tonnes for the first 9 months 
of the financial year t-1 and annualizing them 
using the factor (actual remits for 9 monthsl9) ^12 
= is the MWAR for financial year t-1 but substitut¬ 
ing forT and T the actual values for the first 9 
months of the financial year^ ^ and annualizing 
them using the factor (actual results for 9 monthsi 
9) X 12. 


The Office may, in accordance with the pricing orders, 
increase, decrease, or adjust the basis for calculating the AR, 
MWAR,\XAR, or K 

’ i’ i-i 
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Challenges of 
the future 


Endnote 


New maximum weighted average revenue estimates and prices 
If new prices are introduced, then a port must give the Office 
written notice of the regulated prices proposed to be charged; 
and sufficient information to enable the Office to assess 
whether the proposed regulated prices would comply with this 
order, including AR and MWAR cap for the financial year. 

Regulated pass through of cost elements related to force majeure 
If a force majeure event occurs or continues, a port may give 
notice to the Office requesting approval for it to pass on the 
costs of the event to users of regulated services by an increase 
in regulated prices. 

The Office under the Act is required to conduct and complete 
an inquiry to determine for each port ‘whether or not pre¬ 
scribed services are to be subject to price regulation and the 
form of that price regulation’. This work must be completed, 
as per current legislation, by 1 January 2001. 

This paper draws on the Annual Report 199711998, Office of 
the Regulator-General; The Reform and Sale of Ports in Victoria, 
Privatisation and Industry Reform Division, Department of 
Treasury and Finance, October 1998; Pricing Order for the Port 
of Geelong, Gazetted, 1 August 1996; Pricing Order for the Port 
of Hastings, Gazetted, 26 June 1997; Pricing Order for the Port 
of Melbourne, Gazetted, 26 November 1996; Pricing Order for 
the Channels in the Ports of Melbourne and Geelong, Gazetted, 

29 October 1996; Pricing Order for the Port of Portland, 
Gazetted, 4 March 1996; and the homepage of the Office of 
the Regulator-General at www.reggen.vic.gov.au. 
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Table 1 Workforce 
Annex 1 _ 


i description 
of Victorian 

Authority 

1985 

1988 

1990 

1995 

Port of Melbourne 

1451 

1424 

1337 

558* 

Ports 

Port of Geelong 

179 

224 

222 

147 


Port of Portland 

104 

102 

108 

46 


^January 1994 

Source Data obtained from the Department of Treasury and Finance 


Table 2a Financial returns: Port of Melbourne Authority 


Percentage 

1989/90 

1990/91 

1991/92 

1992/93 

1993/94 

1994/95 

Return on assets 

2.7 

1.0 

0.2 

4.9 

5.3 

6.1 

Return on equity 

-1.3 

-3.3 

-5.3 

2.5 

3.3 

1.0 

Debt to equity 

36.0 

45.4 

58.5 

56.5 

52.9 

48.6 


Table 2b Financial returns: Port of Geelong Authority 


Percentage 

1989/90 

1990/91 

1991/92 

1992/93 

1993/94 

1994/95 

Return on assets 

NA* 

NA 

-0.4 

6.8 

6.2 

NA 

Return on equity 

NA 

NA 

-0.4 

7.0 

6.3 

NA 

Debt to equity 

NA 

NA 

6.1 

3.3 

2.3 

NA 


* not available 


Table 2c Financial returns: Port of Portland Authority 


Percentage 

1989/90 

1990/91 

1991/92 

1992/93 

1993/94 

1994/95 

Return on assets 

NA* 

NA 

NA 

-0.6 

1.9 

-1.8 

Return on equity 

NA 

NA 

NA 

-4.8 

12.5 

-4.1 

Debt to equity 

NA 

NA 

NA 

38.5 

45.9 

35.5 


® not available 
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Major Victorian ports 


Port of Geelong sold to TNT. 
Port of Geelong shipping 
channels managed by VGA 
Recreational areas retained 
in public ownership, 



Port of Portland sold to Infratil Australia. The VGA is a public 
Long-term arrangement with VGA to authority responsible 
manage and maintain Portland’s shipping for harbour control, 
channels. Recreational areas retained in management and 
public ownership. navigation in Victorian 

channels. 


Port of Hastings sold 
to TNT. Recreational 
areas retained in 
public ownership. 


Transition to a liberalized environment 287-304 





298 Sohail Hasnie 1999 


Annex 2 

Schedule of 
prescribed 
prices for the 
Port of 
Portland 


Initial schedule of prices for regulated services 

1 Port tonnage rates 

® Per GRT per visit: $0.73 or 

■ Per GRT per hour (up to two days): $0.0152 

2 Berth hire rates 

■ Cargoes loaded or discharged using ships gear and/or 
mobile conveyor/handling systems; $ 187/hour 

« Cargoes loaded via the GEB shiploader system and 
cargoes discharged direct into storage from self 
discharge vessels: $ 170/hour 

■ Bulk liquids loaded/discharged via pipelines: $ 130/hour 

■ Cruise ships and other non-cargo vessels: $ 130/hour 

■ Vessels undertaking repairs: $ 130/hour 

■ Reefer cargoes: $ 107/hour 

■ RORO and other cargoes requiring heavy duty 
berth: $260/hour 

3 Wharfage rates (payable by the tonne, cubic metre, or 
kilolitre of cargo loaded or unloaded as determined by the 
port operator) 

■ Bulk goods loaded by pipeline, conveyor, or grab: $0.27 

■ Livestock (sheep): $0.03 each 

■ Livestock (cattle and horses): $0.17 each 

■ Bulk goods discharged by pipeline, conveyor, or 
grab: $0.51 

■ All other goods: $0.63 

4 Berth and mooring fees for fishing vessels (effective up to 
31 October 1996) (per metre per annum) 

■ Trawler berth 

• Single alongside: $372.00 

• Double alongside: $186.00 

■ Fishermen’s wharf 

• Single alongside: $116.00 

• Double alongside: $58.00 

5 Berth and mooring fees for fishing vessels (effective from 
1 November 1996) (per metre per annum) 

■ Trawler berth 

• Single alongside: $560.00 

• Double alongside: $280.00 

■ Fishermen’s wharf 

• Single alongside: $175.00 

• Double alongside: $87.50 

6 The initial cargo categories for use in the Port of Portland 
(additional cargo categories may be determined by the 
Office or existing categories deleted by the Office in 
accord with the pricing order). 

■ Freezer; Meat, tallow, butter, cheese 
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® Fertilizer: phosphate rock, sulphur, potash, soda ash, 
ammonia sulphate 

® Fertilizer liquids: sulphuric acid 

■ Grain: wheat, barley, oats, safflower, peas, faba beans, 
canola, lupins 

» Livestock: sheep, goat, cattle 

« Other bulk: silica sands, petroleum products, fodder 

■ Timber products: softwood woodchips, particle board, 
timber packs 

* Smelter berth: alumina, petroleum coke, fluid coke, 
aluminium fluoride 

■ Smelter liquids: liquid pitch 

® Smelter other: aluminium ingots, bath 

■ Miscellaneous: fishing vessels 
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Annex 3 


Initial schedule of prices for regulated services 


Schedule of 
prescribed 
prices for the 
Port of 
Melbourne 


Area hire for berth areas 

The charge calculated on total time from the start of storage 
of export cargo prior to the arrival of the vessel until the end 
of storage of import cargo; area rent to double in rate for use 
of area greater than three days (72 hours) after finish of vessel 
discharge (six days or 144 hours for timber cargoes). 

Saturday and Sunday are included but ‘closed port days’ 
are excluded. ‘Closed port days’ are Good Friday, Christmas, 
Picnic day, ANZAC day, and Labour day. Cost calculated to 
the nearest one-tenth of an hour rounded upward. 


1 Berth (dollars/hour) 

■ South Wharf 

• 21: 78 

• 26: 5 

• 28: 28 

• 29: 28 

• 31: 39 

■ Victoria Dock 

• 2: 28 

• 3: 28 

• 4: 28 

• 16A:31 

• 16B: 34 

• 16C: 38 

• 17A: 45 

• 17B:45 

• 22: 34 

• 23A: 41 

• 23B: 34 

• 24: 34 

■ Appleton Dock 

• E: 17 

• F: 12 


Berth hire 

The charge calculated on the total time of vessel at berth from 
first line ashore to last line cast-off. Cost calculated to the 
nearest one-tenth of an hour rounded upwards. 

Any berth designated by the manager, property develop¬ 
ment, as a ‘lay by’ berth shall be charged at $42.50 per hour. 

A ‘lay by’ berth shall not be used for the transfer of cargo and 
the berth may only be designated as a ‘lay by’ berth where, in 
the opinion of the MPC, the operations of the port are not 
impaired. 
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1 Berth (dollar/hour) 

® South Wharf 

• 19; 122 

• 21: 106 

• 26: 42 

• 27; 74 

• 28: 90 

• 29: 90 

• 31: 111 

• 33; 191 

® Victoria Dock 

• 2; 106 

• 4; 106 

• 16: 239 

• 17; 239 

• 22: 106 

• 24; 106 

» Appleton Dock 

• B; 159 

• C; 159 

• D; 180 

• E: 90 

• F: 90 

« Webb Dock 

• 3: 239 

• 4: 239 

• 5: 239 

o Station Pier 

• OESP; 133 

• IWSP: 133 

• OWSP: 133 

■ Breakwater Pier: 180.00 

2 Berth (dollars/hour) 

« Cruise liners (24 hours minimum charge): 133.00 

■ Gellibrand Pier; 239.00 

■ Yarraville 

• 1: 239.00 

• 6; 154.00 

■ Holden Dock: 214.00 
» Maribyrnong: 154.00 
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3 Wharfage (non-containerized/general cargo charges are 
based on the weight or volume of the cargo, whichever is 
greater) (dollars/tonne or cubic metre) 

■ Inwards 

• Overseas; 1.29 

• Coastal: 1.29 

• Empty returns: 0.41 

• Transhipments: 0.64 

■ Outwards 

• Overseas: 1.29 

• Coastal: 1.29 

• Empty returns: 0.41 

• Transhipments: 0.64 

4 Containerized cargo (charges are based on the length of 
the container; rates for 8’ and 9’6” height containers to be 
same as for 8’6” height. Rates for 40’ [12.2 m] length 
containers to be twice that for 20’ [6.1 m] length) 
(dollars/20’ container) 

• Inwards 

• Overseas 

- Dry; 37.40 

- Insulated: 37.40 

• Coastal 

- Dry: 37.40 

- Insulated; 37.40 

• Empty; 10.88 

• Transhipment: 18.69 

■ Outwards 

• Overseas 

- Dry: 37.40 

- Insulated: 37.40 

• Coastal 

- Dry; 37.40 

- Insulated; 37.40 

• Empty: 10.88 

• Transhipment: 18.69 

5 Bulk cargo (dry and liquid only) (dollars/tonne or cubic 
metre) 

■ Inwards 

• Overseas 

- Crude oil; 1.29 

- Phosphatic rock; 1.29 

- Other: 1.29 
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• Coastal 

- Crude oil: 1.29 

- Phosphatic rock: 1.29 

- Other: 1.29 
® Outwards 

• Overseas: 0.92 

• Coastal: 0.77 


Cargo categories 

The initial cargo categories for use in the Port of Melbourne 
are described below. 

1 Overseas container trade 

« Loaded containers handled at berth with an agreement 

■ Empty containers handled at berth with an agreement 
® Loaded containers handled at berth with no agreement 

“ Empty containers handled at berth with no agreement 

2 Coastal general cargo trade 

■ Accompanied passenger vehicles 

■ Loaded containers and other general cargo 

■ Empty containers 

3 Overseas break bulk 

■ Motor vehicles 

■ Timber 

■ Other break bulk 

4 Liquid bulk 

■ Crude oil and other feedstock 
® Imported petroleum products 

■ Other liquid bulk imports 

■ Overseas exports of petroleum products and other 
liquid bulk 

■ Coastal exports of petroleum products and other liquid 
bulk 

5 Dry bulk 

■ Import 

■ Export 
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Annex 4 


Initial schedule of prices for regulated services 


Schedule of 
prescribed 
prices for the 
Port of 
Ceelong 


Berth hire rate (dollars/hour) 
® Bulk grain pier: 191 
B Corio quay: 74 
■ Lascelles wharf: 134 
B Refinery pier: 243 


2 Facility hire rate (dollars/hour or part thereof) 
B Bulk grain pier: 36 
B Corio quay: 69 
B Las celles wharf: 173 
■ Refinery pier: 82 


3 Cargo categories: the initial cargo categories for use in the 
Port of Geelong are given below. 

■ Bulk liquids 

■ Bulk grain 

■ Woodchips 

■ Fertilizer 

■ Aluminium raw materials 

■ Other dry bulk 
“ Logs 

■ Steel 

“ Bagged grain 

■ Other break bulk 
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Initial schedule of prices for regulated services 


Schedule of 
prescribed 
prices for the 
Port of 
Hastings 


Tonnage rates (dollars/GRT/hour) 

■ Foreign vessels: 0.0105 

■ Foreign vessels (over 72 hours): 0.0052 

■ Coastal vessels: 0.0079 

■ Coastal vessels (over 72 hours): 0.0039 
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Port tariffs 

Change in 
structure 


Change in 
function 


Swapan Chakrabarti 

Tariff setting: changes in port pricing 


Transition to a liberalized environment: experiences and 
issues m regulation 305-307 


The structure of port tariffs changes over time (Box 1). These 
changes occur in response to market pressures. Where ports 
are state-owned monopolies, these changes occur as a result 
of comparisons with the more progressive ports that develop 
new structures to improve their performance. Where ports are 
privately operated, the changes occur in response to pressure 
from users to conform to best practices and to provide tariff 
structures which will facilitate the efficiency of freight transport. 


Box 1 Change in structure 


Resource port 

Service port 

Landlord port 

® Detailed 

■ Simplified 

■ Terminal 

wharfage 

wharfage 

handling 

® Equipment hire 

■ Stevedoring 

charge 

® Gear rental 

■ Wharf handling 

■ Royalty 

« Gang shift 

■ Receiving/delivery 

and overtime 

® Consolidation/ 



deconsolidation 



Broadly speaking, there are three strategies for setting price 
(Box 2). The most commonly referred to is cost-based pricing 
which is interpreted to mean fully allocated costs though it 
was originally intended to mean marginal cost. 

The next is performance-based pricing in which the tariff is 
used to allocate fixed resources which are in short supply, in 
particular wharf space and storage. Here the tariff is part of 
the incentives used to influence the port users to be efficient. 

The third is value-based pricing which is designed to raise 
revenues to cover fixed costs in a manner that will have the 
least impact on the volume and growth in traffic. 

It is relatively simple to assign specific tariffs to these 
strategies, but the way in which the tariffs are actually used 
depends on whether the port is acting as a monopolist, an 
efficient operator, or a competitor. 
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Box 2 Change in tariff function 


Monopoly-► Competition 

1 Cost-based 

■ Handling, cargo services 

H Detailed-^ simple, bundled 

2 Performance 

■ Dockage, storage 

■ Income-^ efficiency 

3 Value-based 

■ Port dues, wharfage 

■ Large, detailed- ^ small, simple 


Monopoly 

versus 

competitive 

ports 


The difference between monopoly ports and competitive ports 
is the difference in approach to the client when setting prices 
(Box 3). The monopoly port sets prices in isolation and with a 
‘take it or leave it’ approach. The competitive port sets prices 
in consultation with the users to determine how the required 
increases can be achieved without creating a significant disad¬ 
vantage for individual users. It is well established that port 
users are willing to pay more for improvements in the quality 
of service. Competitive ports present tariff changes as a quid 
pro quo for these improvements whereas monopoly ports 
introduce tariff changes because they need more money to 
cover their costs. 


Box 3 Change in process 


Monopoly 

—► Competitive 1 

■ Administrative 

■ 

Consultative 

■ Cost recovery 

■ 

Commercial 

■ Across the board 

■ 

Selective 

■ No change in structure 

■ 

Revised format 

■ Not linked to 

■ 

Associated with 

• services 


• new services 

* quality 


• improved quality 



• investment 


Sinjplified Perhaps the most fundamental change in the structure of port 
“it rue lure tariffs is the simplification of tariffs including a reduction in 
the number of charges and the extent of differentiation of 
changes plus the bundling of services under single changes 
(Box 4). Simplified structures are easier to manage, lead to 


Sessions Tariff setting 





307 Tariff setting; changes in port pricing 


Box 4 Simplifud structure 



higher returns because of limited opportunities for misinter¬ 
pretation, and result in more rapid and less costly collections 
because the users can anticipate the charges. 

The thrust of port competition has been to reduce the 
charges to the bare minimum for a complete package of 
essential services and to allow the port to charge for addi¬ 
tional value-added services. The latter, over time, become 
essential and are incorporated into the complete package as 
has happened in the automotive industry. 

Creating There are reasonable questions as to the role of tariffs in creating 
efficiency: role efficiency (Box 5). In the case of modifying port users behaviour, 
of tariffs pricing can provide an additional incentive to the port users to 
behave in ways that will enhance this productivity. The practice 
of offering a lower rate for palletized cargo was a classic example 
of this. However, these incentives must be backed by manage¬ 
ment supervision. In respect of encouraging port management to 
be more efficient, tariffs are a less effective mechanism than 
competition and/or conscientious management. 

Nevertheless, there are options for changing the structure 
of the tariff to encourage both the user and the port to be 
more efficient. Tariffs can be used to force the management to 
change operational practices to earn a profit under new tariff 
structures and to create conditions in w'hich users can operate 
more efficiently. 

Box 5 Can tariffs create efficiency? 

I- 

j 1 User efficiency 
I * PSA performance rebate 

H Peak price 
2 Port efficiency 

■ Fiji gambit 

■ Inverse performance rebates 

■ International container tariff 

® Cargo to vessel charges 
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mechanism 


Other sectors 

Transport 


M P Pinto 

Regulation in the port sector 


Transition to a liberalized environment: experiences and 
issues in regulation 308-311 


No discussion on the privatization of infrastructure in India is 
complete without considering the need for a suitable regula¬ 
tory mechanism. Indeed, conventional wisdom dictates that 
an independent regulatory body is an essential condition for 
privatization. The role of regulatory bodies has now been 
expanded to cover not merely what price should be charged 
for services rendered, but what standards should be set for the 
provider of services. This paper examines the relevance of the 
regulatory authority for the port sector. 

Typically, regulation is considered essential wherever the 
provider of services functions in a monopoly or near-mo¬ 
nopoly situation. The regulatory authority is considered 
necessary even when the monopoly service provider is the 
state. The idea is that the consumer needs to be protected 
against any arbitrary or capricious fixation of prices without 
reference to the cost of providing the service. The idea is also 
to ensure that the special concessions given to a particular 
group under any programme of affirmative action by the state 
does not come at the cost of other groups of consumers, in 
other words, the state must fund its special programmes out 
of its own resources and not by targeting other groups of 
consumers. 

The need for such regulation is best seen in the case of na¬ 
tionalized road transport and the power sector. Regarding 
nationalized road transport, when the exclusive right to run 
stage carriages vests with the state, the customer is well within 
his rights to ask for some measure of protection against the 
arbitrary fixation of fares. An inefficient public utility which 
has a poor record of maintenance usually seeks to cover this 
up b^ charging higher fares. When the hapless customer has to 
pay or the fact that the utility’s fuel efficiency is such that it 
records the lowest kilometre per litre, he needs the protection 
0 an independent body which will ensure that he does not 
suffer merely because of the inefficiency of the utility. 

In another scenario, an irresponsible management deter¬ 
mine to buy industrial peace and popularity at all costs can 
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Ports 


enter into wage agreements that place an impossibly high 
burden on the utility. This is sought to be passed on to the 
consumer in terms of higher fares. Because the utility func¬ 
tions as a monopoly, the consumer has no redress. He must 
either avail himself of the services of the utility or do without. 
In both these eventualities, the role of an independent regula¬ 
tory authority is of paramount importance. The customer 
must be protected against arbitrary decisions which are taken, 
not with regard to the reality of the market situation, but to 
cover up for inefficiency or mismanagement. The customer 
must also be assured that the utility providing the service in a 
monopoly situation is not charging exorbitant rates and thus 
earning monopoly profits. The task of the regulatory authority 
is, therefore, to ensure that inefficiency is punished, that the 
consumer is not penalized for it, and that rates or fares are 
not distorted by unduly high returns. 

Power The case for regulating power supply is even stronger. By 

privatizing roadways, a measure of competition is introduced 
which ensures that the consumer is not at the mercy of one 
supplier. Even if power supply is privatized, the consumer 
does not have the option of taking power from the suppliers of 
his choice. He must get his supply from the utility in whose 
jurisdiction he falls. He can at best compare the standard of 
service that he receives and its cost with what is prevalent 
elsewhere, but there is no way in which a customer in, say, 
Orissa can get power from the local supplier in Mumbai or 
Delhi. This makes the case for protection of the consumer 
through an independent agency even stronger. The effects of 
low availability, frequent outages, and low' plant load factor 
must not be put on the hapless consumer. Similarly, the costs of 
populist measures like free power supply to certain sections 
of the community should be paid for by a suitable budget 
provision and not by recovering the costs from those customers 
who are not the beneficiaries of state largesse. If the staff 
of a particular utility is given a bonanza by w’ay of wage 
settlement, this should not be at the cost of regular 
consumers. 

“““ The scenarios described above point to the clear need for a 
regulatory agency in certain sectors, not only to ensure that 
the utility earns only fair and reasonable profits but also to 
ensure that it functions at certain internationally accepted 
levels of efficiency and does not pass on the effects of lax 
management and profligacy to the consumer. Typically, 
therefore, consumers need protection in monopoly or 
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near-monopoly situations. Is this the case in respect of ports? 
Till recently, the answer would have been an emphatic yes. 
Indian ports faced no competition and in most cases laid 
down the law in their own ports without any fear of losing 
customers or facing a downturn in business. Their main 
concern was how to reduce the time that ships spent outside 
their berths waiting for a chance to avail of their services. The 
law made it clear that they were under no obligation to com¬ 
pensate the customer for any loss, even if it was caused by 
their own carelessness or inefficiency. In such a scenario, 
there was a crying need to protect the consumer by fixing 
rates and ensuring that ports did not pass on the consequences 
of their incompetence to consumers through higher tariffs. 

The developments in the last few years have changed all 
this drastically. Where formerly ships had to wait in hope for a 
chance to enter an overcrowded Indian port, they now have 
choices. On the west coast where the major part of India’s 
foreign trade takes place, shippers have the choice of using the 
Mumbai Port, the Jawaharlal Nehru Port, the privately-owned 
and managed Pipavav Port, or even the newly developed 
Mundra Port further north. Before long, they should also 
have the choice of operating out of the Vadhavan Port. Each of 
these ports will compete with each other to woo customers by 
competitive tariffs and superior service. They will not need a 
regulatory authority to ensure that their charges are reason¬ 
able. The sheer imperatives of the market will do the trick far 
more effectively than any outside agency. 

Nor is this the only choice that shippers will have. Not only 
will they be able to choose between different ports but even 
within a port they will be able to choose between different 
suppliers of the same service. At the Jawaharlal Nehru Port, 
the container terminal of the port authority lies cheek by jowl 
with another container terminal of almost the same length set 
up by a private operator on a BOT (build, operate, transfer) 
basis. Which terminal the shipper patronizes will depend on 
the kind of service offered and the charges levied. Nor is the 
move to induct private operators confined to the Jawaharlal 
Nehru Port alone. At Kandla, a container berth and the 
operation of container freight system have been offered for 
private bids. At Mumbai, four berths are to be privatized. Bids 
for the operation and extension of the existing container 
terminal have been received at Chennai. Cochin’s ambitious 
800-million-dollar container terminal expansion has attracted 
the attention of at least 14 well-known players. The Haldia 
Dock Complex has started the tender process for a container 
terminal. To quote Peter Norfolk, Deputy Editor, Container 
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Conclusion 


Management^ the arrival of more and more private terminal 
operators will lead to faster turn around times, greater 
efficiencies, and increasingly high throughput levels. 

This is just the kind of healthy development that will ben¬ 
efit port users and authorities alike. To ensure a fair deal for 
everyone, conditions in which the consumer has choices must 
he created. Instead, the response has been to bring in one 
more regulatory agency whose avow'ed aim is to use the tariff 
leverage to affect improvements in operational efficiency of 
major ports and private operators. Our experience with regu¬ 
lation in different sectors in the several years since independ¬ 
ence has not been such as to create a high level of confidence 
in its ability to address the questions involved. Instead, why 
not create conditions in which open competition will protect 
the consumer and at the same time bring about maximum 
efficiency in port operations? 

Our argument against this can be that as things stand today 
there will be several ports which are effectively regional mo¬ 
nopolies and that nothing is going to change this in the fore¬ 
seeable future. Evidence does not support this view. All over 
the country, whether in Vizhinjam, Kerala or Kulpi, West 
Bengal, more and more new ports are coming up. The move¬ 
ment is often orchestrated by state governments, which per¬ 
ceive port development as an ideal way in which to open up 
their territory to more investment. Thus, the Gangavaram 
Port is being planned near the existing major port inVizag, 
the Orissa government is eager to start the Dhamara Port near 
the existing Paradip Port and in Karnataka, a competitor to 
the New Mangalore Port will be seen in Karw’ar. In fact, with 
port development becoming the buzzword, there may be a 
case for a regulatory authority to protect existing ports and 
ensure that the multiplicity of new ports does not lead to 
sickness in the industry. 

A regulatory authority is really needed when monopoly condi¬ 
tions prevail. Even then, the better way to tackle the problem 
is probably to get rid of the monopoly rather than try to 
regulate it. In other words, it is always better to let the market 
do the regulation. Of course, there will inevitably be areas 
where natural monopolies e.xist or where for one reason or 
another governments are unable or unwilling to phase out 
monopolies. In such cases, regulatory authorities are neces¬ 
sary, but where open and healthy competition can be ensured, 
there is no better way to protect the interests of the consumer 
and generate the greatest efficiency. 
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To augment existing port facilities of major/minor ports by 
public/private enterprises and to encourage new private or 
joint sector ports, an essential prerequisite is that initiative 
should be taken by the government to remove the regulatory 
aspects of existing acts, which presently act as constraints or 
deterrents. The appropriate central/state government agencies 
should simultaneously ensure that the pace of implementation 
of such measures is speeded up and assured within a specified 
time frame. Reforms may be brought about as short-, me¬ 
dium-, and long-term strategic plans and dovetailed with the 
national plan for implementing integrated infrastructure 
imperatives. 

The Major Port Trusts Act, 1963 should be scrapped and all 
major ports should be converted into corporations / public 
limited companies under the Companies Act. In this context, 
the recent initiative by the government wherein the Union 
Cabinet gave the green signal for corporatization of the JNPT 
Qawaharlal Nehru Port Trust), Ennore, and Haldia ports is a 
welcome move. This will facilitate both qualitative and quanti¬ 
tative improvements in existing major port infrastructure 
rendering them more efficient, effective, and competitive in 
the context of globalization of the Indian economy. The 
corporatization process will also facilitate resource mobiliza¬ 
tion from indigenous and external debt markets which, in 
turn, will ensure project implementation as per specified time 
schedules. 

Labour laws The augmentation of existing port facilities by financial 
and reforms inputs will not necessarily per se enhance the productivity of 
major ports and render them efficient, effective, and competi¬ 
tive unless and until simultaneous and commensurate labour 
reforms are brought about. At present, major ports have the 
constraint of excess and redundant labour and are governed 
by the Dock Labour Board Act and the conditions of contract 
of the local port trust. In this context, the recent suggestions 
in the report submitted by the Task Force on Infrastructure 


Suggested 

reforms 

Major Port 
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set up by the Honourable Prime Minister of India under the 
chairmanship of Mr Ratan Tata need be implemented imme¬ 
diately. 

« Private operators entering any expansion/nevv work in 
major ports should not be forced to adopt the existing 
labour laws and practices. 

» The wage structure and provisions specify that the wages 
paid by private operators should not be less than the wages 
being paid by the Major Port Trusts for similar work. It is 
imperative to remedy this situation and ports should have 
the freedom to buy out the redundant labour because their 
continuity would only result in major and economically 
fatal delays. Simultaneously, higher productivity levels/ 
norms, commensurate wage structure, and incentives based 
on productivity must be adopted. One measure can be 
freezing further employment and specifying higher produc¬ 
tivity levels for existing labour. 

® As per existing provisions of build, operate, and transfer 
agreements, the responsibility of all the labour employed 
passes over to the licensee on termination of the licence. This 
should be changed and the responsibility should switch 
over to the new' licensee. 


Financial There is no denying the need for huge investments both by 
resources the public and the private sectors to quicken and consistently 
ensure integrated port infrastructure development. In this 
context, government budgetary allocations have to be en¬ 
hanced; provisions have to be made for facilitating and remov¬ 
ing regulatory hurdles for private sector funding; and users of 
ports such as warehousing and container corporations, ex¬ 
porters, importers, transport operators, stevedores, and clear¬ 
ing and handling agents should become investors apart from 
being users. 


Attainment of 
objectives 

Interest rates 


The existing interest rate structure for financing port projects 
by Indian financial institutions / banks is high, considering the 
long gestation period of port development projects. There 
should be a special level of interest rate structure, and regula¬ 
tions to that effect should be implemented. For example, the 
resources raised from the recent Resurgent India Bond were 
primarily for integrated infrastructure development and 
substantial funds were mobilized. However, the basic objec¬ 
tive of making cheaper funds available to the infrastructure 
sector from this source w'as defeated as a large part of the 
money has been placed W'ith financial institutions and banks 
at 12.75%-! 3% interest. With further mark-up by them, the 
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cost of funding for infrastructure projects from this source has 
not come down. Regulations have to be changed such that 
infrastructure projects receive funding directly and at a rea¬ 
sonable cost of a maximum of 11 % interest. 

Long-term Certain natural sources of long-term debt financing are public 
debt financing provident fund, provident fund, insurance, etc., as also 

resourcing by tapping household savings. There is a need for 
wide reforms to ensure that most of such funds, which are 
presently under the control of the government, flow into the 
financing of port infrastructure development projects. 

Low-cost In order to make the port project commercially viable, the 
funds entrepreneur requires low-cost funds. Such funds are available 
only in the international market where the rate of interest is 
comparatively low. However, considering the long gestation 
period and the dollar-rupee parity over a period of time, the 
ultimate cost of funds in the international market is also 
bound to increase. The effective rate of interest, therefore, will 
become higher. The Ministry of Finance and the Ministry of 
Surface Transport should consider extending the same ben¬ 
efits, by changes in regulations, to the port authorities as are 
given to exporters in the country. Port authorities earn foreign 
exchange by way of vessel-related charges from international 
shipping lines which call at ports. These charges are collected 
in US dollars, but are required to be converted into Indian 
rupees immediately. If the port authorities are allowed to 
retain a certain portion, if not all, the foreign exchange earned 
for meeting their debt repayment commitments, then the 
effective rate of interest will not rise, even if the dollar-rupee 
parity fluctuates adversely. In that case, a sizable amount of 
low-cost funds will flow in, which will ultimately give a boost 
to overall port development. Similarly, to provide foreign 
exchange risk coverage vis-a-vis low-cost foreign currency 
participation in the project, cargo-related charges should be 
allowed to be denominated in dollar terms but collected in 
rupees at the prevailing market rate. 

Tariff The regulations pertaining to the terms of reference of TAMP 
regulatory (Tariff Authority for Major Ports) should encompass the 
authority aspects of safety and conservancy but not tariff control 

mechanisms. TAMP has been set up specially to put caps on 
tariffs W'hich, in the context of huge investments and 
commensurate returns, is out of the question. Tariff fixation 
should be left to individual port authorities and should be 
market-driven as per the demand and supply position and 
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Conclusion 


based on the services provided and competitive aspects. If a 
particular port assures faster turnaround time and least or no 
detention/demurrage charges for shipping lines, it makes 
better commercial/business sense to the port user to avail the 
facilities of that particular port. Hence, there should be no 
caps on port tariffs. 

The above reforms in regulations may help to attain the 
macro-objective of kick-starting integrated port infrastructure 
development projects and formulate medium- and long-term 
strategies. Both central and state governments are aware of 
this. However, timing is of utmost importance and the pace 
has to be faster for ensuring timely implementation. 
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issues in regulation 316-317 


The focus of the question and answer sessions was on the 
conflict of interests that may arise from the government 
having both regulatory and commercial interests in the same 
sector. Thus the setting up of an independent authority was 
important alongside corporatization of all commercial activi¬ 
ties. Here two issues arise (1) of the regulator having the 
mandate to protect the port users in case the port authority 
exploited its monopoly power, thus using regulation to surro¬ 
gate competition and (2) of funding the activities of such an 
authority. 

In this respect, some of the international experiences of 
port regulation by an independent authority was described, 
especially that of the US and Australia. A rational pricing 
scheme is a process whereby the interests of the port users are 
protected while at the same time giving port authorities ample 
flexibility to be creative in setting port charges and providing 
investment incentives. One such process is the principle of 
marginal cost pricing where the revenue requirement identi¬ 
fied is used to decide a price cap. There was some debate on 
whether the benefits from more competition and a rational 
pricing policy would actually be passed on to the consumers 
or absorbed by middlemen. 

On the issue of funding the activities of the regulator, a 
consensus was reached that some source of funds will have to 
be devised. Alternatively, the government would have to be 
responsible for the non-commercial activities of the port such 
as the social and environmental costs. 

It was also mentioned that the role of the regulator would 
only arise when monopoly situations arise and not otherwise. 
In cases where competitive markets are functioning, good 
regulation w’ould mean no interference. 

Issues of a level playing field were also raised. The fact that 
the existing ports already had considerable social and environ¬ 
mental obligations, which could not be offloaded instantane¬ 
ously, would considerably impede their operating on 
commercial norms. Ports today do not pay any taxes and their 
bottom lines could be affected if they are subjected to tax 
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regulations in a liberalized environment. The location of ports 
was also of some concern in that some ports, by virtue of 
being positioned close to each other, could affect each other’s 
profits. 

In a study, RITES had stated that excess capacity existed in 
the ports based on internationally accepted benchmarks. The 
benchmarks used in the RITES study were a contentious 
issue. However, the major ports are building more capacity 
by building more berths, attracting private capital for 
leasing more waterfronts, and attracting floating tenders for 
equipment. 

It was concluded that regulation is necessary in a situation 
where competition is not available and once competition picks 
up there can be a whittling down of arrangements, as one view 
expressed. At the same time, another view' was that even w'hen 
competition does prevail there would still be a requirement 
for some regulatory arrangement. 
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The Gol (Government of India) ushered in an economic 
reform process in the early 1990s. This initiated intensive 
policy and structural changes in various economic sectors to 
enhance the rate of economic growth in a sustained way. 

These measures included rationalization of the tax structure, 
reduction in government expenditure, financial sector re¬ 
forms, dismantling of numerous irrational regulations in the 
industrial sector, and a more liberal regime for foreign invest¬ 
ment. The new economic policy focused on liberalization, 
delicensing, and deregulation. Apart from encouraging private 
participation in core sectors, it encouraged private initiative in 
the development of infrastructure. However, the lack of fully 
transparent policies and political motivation, coupled with the 
continuation of licensing in many sectors, was responsible for 
very little actual private participation. Nothing substantive 
has been achieved so far in this regard. In fact, the sluggish 
pace of reforms in the infrastructure sector and inadequacies 
in terms of quality, quantity, and efficiency in infrastructure 
facilities have dampened the pace of overall socio-economic 
development in the country. 


Opening up of 
the tele¬ 
communications 
sector in India 


The Gol acknowledged the need for a world-class telecom 
network in the country to facilitate global competitiveness and 
accelerate exports and inflow of foreign direct investment, which 
in turn would stimulate economic activity. This necessitated 
telecommunications reforms to introduce competition in the 
interest of lower costs, lower prices, greater innovation, better 
service for consumers, and increased investment in the sector. 
Following a gradual gradient, liberalization of the telecom sector 
was initiated with the opening up of telecom equipment manu¬ 
facturing in 1991 and inviting private sector participation in a 
phased manner for e-mail, voice mail, data services, audio and 
video-text services, radio paging, and cellular mobile services. 


* This paper was prepared for TERI by the author. The paper presents the 
author’s personal views. 
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National 
Telecom 
Policy, 1994 


Status of the 
telecom sector 
in India 


These service segments were opened to private investment in 
1992. Cellular mobile telephone services was opened up with 
two new service providers in each circle operating against 
fresh licences. 

The NTP (National Telecom Policy), 1994 was another step 
in this direction, reiterating the government’s commitment to 
pursue these reforms aggressively. The objectives defined by 
the NTP, 1994 included the availability of telephones on 
demand, provision of world-class services at reasonable 
prices, and universal availability of basic telecom services to 
all villages. The policy recognized that the resources required for 
achieving these objectives would not be available with the 
government and that private investment was essential to 
bridge the resource gap.The NTP, 1994 also initiated compe¬ 
tition in basic telephone services by permitting one new 
entrant in each circle to compete with the incumbent (DoT 
[Department ofTelecommunications] / MTNL [Mahanagar 
Telephone Nigam Limited]). Private sector entry has, how¬ 
ever, been slower than what was anticipated in the NTP, 

1994. Basic telecom services by private operators have only 
just commenced in a limited way in two of the six circles 
where licences were granted. Some of the targets envisaged in 
the NTP, 1994 have remained unfulfilled, thereby raising 
concerns regarding further development of the sector. In 
spite of the rapid roll-out of cellular mobile networks in the 
metros and circles with over one million subscribers currently, 
most of the operators are in the red. Actual revenues realized 
by these projects have been far below the projections. The 
high licence fees have eroded their viability further. Many 
operators are unable to achieve financial closure for their 
projects. 

In the telecommunications area, India is identified as one of 
the top markets in the Asia-Pacific region and perhaps the 
largest market after China for foreign companies. At the end 
of March 1998, the telecom network in India consisted of 
23 406 telephone exchanges with equipped capacity of 21.26 
million lines and 17.8 million telephone connections. Of the 
14.54 million DHLs (direct exchange lines) in 1997, about 
50 % of the telephones were installed in 19 cities. New Delhi 
and Mumbai account for about 25% of all telephone connec¬ 
tions in India. Of the 600 000 identified villages, only half 
have the lacility of a public telephone. The remaining villages 
are proposed to be covered by the year 2002. In spite of 
achieving an annual compounded average growth rate of 
16.5% in the telephone network over the period 1991-97, the 
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Legislative 

framework 


estimated waiting list for telephones stood at 3.34 million as 
on 31 March 1997, 

The DoT’s monopoly in domestic long-distance traffic has 
continued except for the carriage of intra-circle domestic 
long-distance traffic by new entrants in basic and cellular 
services. The VSNL (Videsh Sanchar Nigam Limited), a 
government-owned company, has monopoly in international 
long-distance traffic. The government has a commitment to 
the WTO (World Trade Organization) to review the present 
policy on domestic and international long-distance services in 
1999 and 2004, respectively. Internet and GMPCS (Global 
Mobile Public Communication System) services were opened 
up for private participation on more liberal terms during the 
last quarter of 1998. Apart from open entry, the licence fee 
has been waived for ISPs (Internet service providers) who 
have also been permitted to set up international gateways for 
Internet traffic, reducing VSNL’s monopoly. A revenue¬ 
sharing arrangement has been proposed for the payment of 
licence fee by GMPCS service providers. 

Annex 1 gives the status position on different segments in 
the telecom sector in India, 

Even during the liberalization phase, the telecommunications 
system in India continued to be governed by the provisions of 
the two archaic pieces of legislation, namely the Indian Tel¬ 
egraph Act, 1885 and the Indian Wireless Act, 1933. Hardly 
any amendments were carried out to recast these Acts and 
make them consistent with or appropriate for handling the 
rapid changes and emerging requirements. 

A special regulatory framework is particularly important in 
the early stages of market liberalization to ensure effective 
competition, more so in the area of public utilities such as 
telecommunication services, which till recently were 
considered natural monopolies best owned and managed by 
the state. Appreciating its inevitability, the modalities for 
setting up an independent regulatory authority were 
conceived in January 1994. TRAI (Telecom Regulatory 
Authority of India) was, however, positioned in March 1997 
as a statutory authority. 

Since fundamental changes have taken place in the telecom 
sector, the immediate need is to replace the Indian Telegraph 
Act, 1885 and the Indian Wireless Act, 1933 with a new 
forward-looking telecommunications act. The new Act must 
be equipped to handle the changed market and technological 
conditions in the telecom sector as well as comprehensively 
address the situations arising due to the convergence of 
telecommunications, broadcasting, and information technology. 
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Approach to 
reforms 


Defining the 
regulator's role 


While the initial sequencing of reforms in the telecom sector 
was not proper, the overall policy framework and institutional 
arrangements have also not been very conducive to effect 
accelerated reforms in this sector. Functions of the policy 
maker, licensor, and incumbent service provider have contin¬ 
ued to vest in the single agency, namely the DoT, resulting in 
a conflict of interests in its different roles. In spite of the 
government’s reiteration of segregating the service provider 
function of the DoT from its policy-making/licensing func¬ 
tions, nothing concrete has materialized as yet. Instead of 
converting the service provider entity into a corporate entity, 
as announced earlier by the government, the latest proposal 
under consideration contemplates setting up a separate 
department of telecom services as a precursor to 
corporatization. The continued concentration of these func¬ 
tions in a single agency, which is also the dominant incum¬ 
bent, has been another hindrance to promoting effective 
competition. New entrants have perceived a lack of objectivity 
and reciprocity, anti-competitive behaviour, and restrictive 
covenants in the DoT’s approach to policy formulation and 
implementation. A host of problems encountered by new 
entrants in the areas of provision of resources and intercon¬ 
nection could have been avoided if the service provider func¬ 
tion of the incumbent had been separated from the DoT, 
instead of allowing someone to be the judge of his own cause. 

TRAI was set up much after liberalization was introduced. 
Even thereafter, the DoT showed scant consideration to the 
recommendatory functions mandated to TRAI under the 
TRAI Act, with regard to compliance of terms and conditions 
of licence, introduction of new service providers, revocation of 
a licence, and dispute settlement. In fact, the DoT resorted to 
litigation by challenging the scope of the provisions of the 
TRAI Act to keep the regulator from discharging its func¬ 
tions. Even the Delhi High Court ruling on the DoT’s chal¬ 
lenge of these provisions at the first appellate stage went against 
TRAI. A large number of disputes between the DoT and service 
providers are pending a final verdict of the court on jurisdictional 
issue as the matter is now sub judice before the division bench 
of the high court. 

During its existence of less than two years, TRAI exhibited a 
high degree of independence and competence in regulating 
the sector by providing a level playing field among operators 
in the private and public sectors based on the principle of 
non-discrimination and control on anti-competitive practices 
by the players. The regulator is addressing the challenge of 
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reconciling the public policy objective of consumer protection 
and affordability with that of adequate return on investments 
for the incumbent and the new entrants to ensure growth of 
the sector in the period of transition from monopoly to an 
open competitive market. Tariff rebalancing was identified as 
the priority area warranting reforms to foster competition, 
protect consumer interest, and bring efficiency in provision 
of services. The ongoing exercise in TRAI is a step in this 
regard to rationalize the tariff structure by making it 
cost-based with market-oriented pricing for all services, in an 
unbundled manner and with complete transparency. The 
new tariff structure would also provide scope for innovative 
ways of revenue generation by service providers, inject sus¬ 
tained viability in their operations, and encourage fresh 
investment for boosting development and strengthening the 
telecom network. This exercise has also flagged off a debate 
on the extent of subsidization of a class of subscribers 
and/or certain services beyond the USO (universal service 
obligation). 

Other priority areas of work include building up an inter¬ 
connection regime which promises seamless interconnection 
among networks on a non-discriminatory principle of access 
with regard to physical, technical, pricing, and other commer¬ 
cial aspects, including revenue sharing. A model framework 
for interconnection is in the offing. The regulator has also 
embarked upon consultations in other areas such as quality of 
service and customer satisfaction, and accounting separation 
and recommendatory functions such as the terms and condi¬ 
tions of a licence agreement. These steps are directed towards 
providing a world-class regulatory regime. 

There is an urgent need to strengthen TRAI and delineate 
its role with comprehensive powers and clear authority to 
enable it to perform effectively in ensuring rapid development 
and enhancement in the communication sector. Ambiguities, 
if any, arising out of different interpretations of some of the 
provisions of the TRAI Act need to be sorted out through 
appropriate amendments in the Act. In case the licensing 
function continues with the DoT, the power for adjudication 
over dispute between the licensor and the licensee must be 
vested in TRAI to generate investor confidence. The govern¬ 
ment must mandatorily seekTRATs recommendations on 
various policy issues and matters related to the development 
of the telecommunications industry even if such recommenda¬ 
tions are not binding on the government. These issues are 
currently being debated in the context of the new telecom 
policy under consideration by the government. 
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Convergence 
of technology 
and policy 
framework 


Apart from the constraints in effective roll-out of the telecom 
network, there have been recent far-reaching developments 
worldwide in the telecom, IT (information technology), 
broadcasting, and media industry. The convergence of mar¬ 
kets and technologies is forcing a realignment of the industry. 
Telecom and broadcasting industries are encroaching upon 
each other’s territories and technology is blurring the differ¬ 
ence between various conduit systems such as wireline and 
wireless. The growing trend of transmitting data in digital 
form is leading to a convergence that makes the distinction 
between voice, fax data, video, and other forms less relevant 
as all are carried over the same networks. As in many other 
countries, separate licences have been issued for basic, cellu¬ 
lar, Internet, GMPCS, and cable TV operators each with 
separate industry structure, terms of entry, and obligations for 
creating the infrastructure. The convergence, however, permits 
operators to use their facilities to deliver some of the services 
reserved for other operators. This warrants another look at the 
policy framework. Any new telecom policy framework must 
facilitate India’s vision of becoming an IT superpower. It 
should expedite the development of a world-class telecom 
infrastructure in the country that can provide a modern, 
efficient, competitive, and innovative environment for the 
industry, leading the way for many new social and economic 
opportunities, which also take into account possibilities 
emerging from rapid technological changes. Incidentally, a 
draft paper on the New Telecom Policy, 1999 was released by 
the government on 23 January 1998 for eliciting wider public 
debate before the new policy is formulated. 


Scope of 
universal 
service 
obligation 


There is the need to redefine the precise scope of the USO so 
that connectivity is rapidly provided to all uncovered areas 
apart from the provision of high-level services (such as 
Internet and Integrated Services Digital Network) capable of 
meeting the demands of the country’s expanding economy. An 
appropriate funding mechanism must also be devised to 
ensure the availability of resources for meeting the USO. 

A new policy framework must recreate the environment that is 
capable of attracting the required levels of substantial invest¬ 
ment for accomplishing the projected growth on all fronts of 
service segments. 


Spectrum 

management 


Allocation of frequency spectrum and the current procedures 
for obtaining security clearances have been the other major 
bottlenecks in delayed commissioning of various projects. This 
area needs drastic reforms with a transparent process 
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Licensing 


Concerns for 
the regulator 


of spectrum allocation along with a complete review of proce¬ 
dures and relocation of the existing frequencies. The proliferation 
of new technologies would further increase the demand on the 
spectrum. In fact, spectrum management can be better handled if 
it is assigned to an independent agency like the regulator. 

Licensing of operators is another area that needs substantive 
reforms. The policy of inviting bids for the issue of licences 
for the cellular and basic telephone services has revealed its 
pitfalls. High upfront licence fees have created problems of 
viability and survival of service providers, adding to the 
difficulties encountered in effecting financial closure. The 
entire mechanism of licensing needs an extensive public 
debate to thrash out whether the country needs unreasonable 
licence fees from the operators (in lieu of operational rights 
given to them for providing services) to meet the budgetary 
deficit and thereby increase the cost of service to the subscrib¬ 
ers. If at all the licence fee has to be levied, should it not be 
limited to the extent of the costs involved in administering the 
licence or some reasonable share of revenues to the operator? 
Alternative licensing options will have to be explored, which 
may include segmentation of services and markets by linking 
investment opportunities and applications. While the system 
of licensing may continue for infrastructure providers, free 
entry for service providers especially in the access network 
would perhaps be a better option to give impetus to competi¬ 
tion and growth of services. 

The extent of competition and the number of operators 
required in each service area are relevant parameters to decide 
the terms and conditions of the licence. The structure of the 
present licence agreement and licence fee has to change as it 
is not a suitable instrument for infrastructure development. 
Any future licences must be issued only after the licensing 
policy is reviewed on these lines. Simultaneously, the prob¬ 
lems faced by the existing licensees should be satisfactorily 
resolved in a legally tenable manner that is consistent with the 
contractual obligations and does not threaten tlieir sustenance. 

Regulatory concerns with regard to market structure, compe¬ 
tition and licensing, resource allocation, pricing, tariff, quality 
of service, interconnection, USO, and dispute resolution will 
have to be appropriately addressed not only at the policy level 
but also at the institutional and implementation levels. This 
transition has to be regulated in a manner that averts unman¬ 
ageable upheavals in the existing market structure. At the 
same time, it is relevant to recognize that the country cannot 
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afford to perpetually lag behind if a gradual curve for intro¬ 
duction of competition is traced. Learning from the experi¬ 
ence of other countrieSj we must now move on a fast track to 
leapfrog in our endeavour to establish a world-class telecom 
infrastructure in India. 


Opportunities 
for investment 


Low tele-density of about 2 telephone lines for every 100 
persons and the vast under-serviced population offer tremen¬ 
dous scope for fresh investment in the telecom sector in India. 
Each per cent increase in tele-density is expected to effect 
three per cent increase in gross domestic product growth. In 
its continuing endeavour to expand the network coverage and 
to provide new services, the DoT recently formulated a 10- 
year perspective plan (1997-2007). To meet the objective of 
providing telephones on demand, this perspective plan has 
forecast an additional demand of 67.4 million DHLs during 
the period 1997-2007 maintaining the past average growth 
rate. It is assumed that the private sector will supply 20.4 
million lines of this additional demand and the balance 47 
million DHLs will be installed by the DoT. Accordingly, the 
perspective plan envisaged an investment requirement of the 
magnitude of 55 billion dollars for increasing the tele-density 
to nine per cent at the end of the 10-year period. Apart from 
internal resources to be ploughed in by the DoT, investment 
of about 25 billion dollars is anticipated from the private 
sector for extending the coverage of basic service networks. 
Additional requirement of funds for providing value-added 
services has not been quantified. 

The financial plight of new entrants in India does not offer 
much comfort to investors in putting fresh capital at stake. In 
fact, the continued financial unviability of these service pro¬ 
viders extending even beyond their normal gestation period 
and prolonged delays in corrective policy actions have affected 
inflow of fresh investment. The high upfront licence fee is 
cited as the major factor contributing to the financial 
unviability of a large number of new entrants. For bringing in 
increased investment for the country, new entrants in the 
private sector have to be strengthened. Radical policy modifi¬ 
cations have to be in position at the earliest, not only in terms 
of bailout packages for the existing new entrants but also in 
reinforcing the market environment that improves viability in 
this sector and facilitates the much-needed inflow of private 
capital. The competition will, in the long run, benefit consum¬ 
ers and bring in higher tax revenues to the Gol from increased 
telecom activity. 
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Annex 1 


Growth in the 
telecom sector 


Table 1 Status of service providers’ as on 31 December 1998 


Name of service 

No. of licences issued 

Service started 

Basic 

6 

2 

Cellular 

42 

39 

Radio paging 

137 

93 

RMR? 

103 

57 

Data network 

12 

10 

Voice mail 

11 

6 

E-mail 

15 

15 

Internet 

45 

1 

GMPCS' 

1’ 

- 


’ other than the Department of Telecommunications and the Mahanagar Telephone 
Nigam Limited:" paging and public mobile radio trunking; ’ Global Mobile Public 
Communication System; “ issued provisionally 


Basic services 

Total PSTN (public switched telephone network) installed capacity: 20 million 

PSTN working lines: 17 million 

Average growth during last five years: 15% 

Tele-density (no. of telephones per 100 persons): 1.92% 

Growth in demand: 16.3% 

Percentage digitalization: 97.6% 

Lines with STD facility: 92% 

Rural exchange lines: 2.8 million 
Rural penetration: 0.3% 

Two circles, Maharashtra and Madhya Pradesh, have two basic operators 

Cellular services 

No. of licences issued: 42 
Service started: 39 

Number of cellular subscribers: 1 035 813 


Table 2 List of private basic service providers 


Name of the service provider Circle of operation 


Reliance Telecom Pvt. Ltd 
Bharti Telenet Ltd 
Hughes Ispat Ltd 
Tata Teleservices 
EssarComvission Ltd 
Shyam Telelink Ltd 


Gujarat 

Madhya Pradesh 
Maharashtra 
Andhra Pradesh 
Punjab 
Rajasthan 
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regulation 
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Exhibit 1 Telecom regulation 


1 Indian Telecoms are (till March 1997) a totalitarian 
regime in terms of the Indian Telegraph Act, 1885 

2 Ministry/policy maker; investor/owner/operator; licen¬ 
sor; regulator; arbitrator and (till 1991) sole equipment 
producer; possessor and allocator of radio frequency 
spectrum: DoT (Department of Telecommunications) 

3 Parliamentary control was/is nominal; from 1981 rates, 
rentals, lease charges need not be part of the budget 
demands for grants 

4 From mid-1980s, equipment production was progres¬ 
sively demonopolized, beginning with customer 
premises equipment but there was no independent 
approvals body (e.g., British Approvals Board for 
Telecommunications in the UK; self-certification au¬ 
thorized by the FCC [Federal Communications Com¬ 
mission] in the US) 

5 Where telecoms had been private company monopolies, as 
in the US and Canada, they are subject to state regulation 
through statutory commissions (e.g., FCC, Canadian 
Radio-television and Telecommunications Commission) 

6 Liberalization, privatization, demonopolization of 
telecoms begun in 1984, curiously at the same time in 
the US, UK, and Japan 

7 Two models of regulation 

■ Non-operator ministry as in Japan and later in 
France, Italy,The Netherlands, and others 

■ Statutory body as Office ofTelecommunications in 
UK and later the Australian Communications Au¬ 
thority in Australia and Office of Tele-communica¬ 
tions Authority in Hong Kong 

8 The EC (European Community) mandated separation 
of regulation from operations, preparatory to total 
competition effective from 1 January 1998. All com¬ 
plied; lapses/appeals against national regulators are with 
DGXIII - the EC directorate dealing with competitions 
in Brussels, Belgium (e.g., Italy, Belgium) 
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Exhibit 2 National Telecom Policy^ 1994: distortions and 
destruction 


1 The NTP (National Telecom Policy), 1994 launched to 
liberalize, demonopolize, attract private (domestic and 
foreign) investment; give telephones on demand; intro¬ 
duce new services; make services universal, affordable; 
and to make (access) India a telecom manufacturing 
base to supply to global markets 

2 The NTP was doomed ab initio because the totalitarian 
DoT is to implement the NTP, 1994 

3 An independent regulator was not created (till 1998) 

4 The incumbent operator is the licensor of its competitors^ 
who are also ‘thieves’ of its markets (new services) 

5 The incumbent operator licensor, the DoT, laid down 
the terms and conditions, unmarked (unannounced and 
value-unfixed) criteria for licensing: most unjust and 
unprecedented 

6 Highest licence fee offered, and not lowest price for 
service and least capital required per unit capacity, was 
the prime consideration (subverts affordability) 

7 Complying to unilaterally laid terms for interconnec¬ 
tion is a condition for awarding licence 

8 No fixed time for allotment of radio spectrum, but fixed 
time for commencement and rollout of services 

9 Unfair interconnection points for interstate and inter¬ 
national traffic 

10 Monopoly in lucrative and least-cost interstate and 
international traffic for the DoT and competition in 
capital-intensive and revenue-poor local and intrastate 
services, etc. 

11 No independent regulator would allow such iniquitous 
licensing (e.g., the EC pulling up and bringing to heel 
the monopoly telecoms in Italy and Belgium) 
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Exhibit 3 Telecom Regulatory Authority of India: teeth less, 
truth less 


1 TRAI (Telecom Regulatory Authority of India) brought 
into being in March 1997 after all licensing was con¬ 
cluded (not before or during) after thwarted attempts 
by the DoT to create an administrative regulatory wing 
within the DoT 

2 Deficiencies in TRAI 

a no mission statement 

a members’ qualifications, selection, and appointment 
a directives from the government (sec. 25) 

3 Paramountcy of the Indian Telegraph Act, 1885 (sec. 38) 

4 No provision for independent type approvals of cus¬ 
tomer premises equipment and telecom network equip¬ 
ment and interconnections 

5 No consultative bodies of stakeholders (e.g., National & 
Regional Telecom Users’ Councils in the UK) 

6 Radio frequency spectrum allocations kept out 

7 No budgetary independence 

8 Licensor-licensee disputes outside TRAI 

9 Recommendations/views of TRAI not mandatory for 
licensor’s (DoT) decisions to induct new operators or 
comment on terms and conditions 

10 Impossible task to create a level playing field between a 
non-licence fee paying and R&D cess appropriating all- 
India covering the DoT and its (state limited) competi¬ 
tor private telecoms 

11 No regional/state-capital offices of TRAI 


Exhibit 4 Telecom Regulatory Authority of India: trivialized 


1 Reduced to a rehabilitation centre for retired civil 
servants with no requirement of related talents. The 
DoT is adversarial and confrontational with a ‘couldn’t 
care less’ attitude 

2 Staffed with the DoT’s people, past-master practition¬ 
ers of monopoly and resisters of competition 

3 Control by the DoT through budget grants 

4 Engaged in protecting providers’, not consumers’, 
interests (e.g., rental and call charge increase proposals) 


Session 1 Regulatory framework 






333 Experiences and issues in telecom regulation 


Exhibit 5 Rescuing the Telecom Regulatory Authority of India 


1 No employees of the DoT should be inTRAI. Else^ 
they should be drawn from private telecoms also 

2 No member of TRAI should be from any operator 
unless there is a cooling period of five years. Expertise 
may be obtained through consultants on contract 

3 A new telecom act in supersession of the Indian 
Telegraph Act, 1885 and necessary amendments to the 
TRAI Act, 1997 

4 Appointment of members to be transparent, opportu¬ 
nity for public intervention; nomination of candidates 
by the ministry but selection/confirmation by a committee 

5 Regulation should be heavy suo moto for the 
incumbent, until its market share falls by 30%, and 
light for incumbent’s rivals 

6 Interconnection to be mandatorily imposed unless 
licensed parties mutually agree within 90 days of 
licence 

7 Corporatize the DoT’s operations in a structure to be 
mirror image of private telecoms as regards area of 
operation 

8 TRAI judgements to be appealable only to multi- 
member bench of the Supreme Court 

9 Bring in spectrum allocation for telecoms under TRAI 
10 Positive incorporation of ideas in Exhibit 3 
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Regulatory frameworks are means to deliver policy objectives, 
and regulators implement policy. A coherent policy is a pre¬ 
requisite for an efficient regulatory framework. But in India 
we have an unprecedented situation of a government in legal 
dispute with its own appointed regulatory body which is 
supposed to be independent and statutory. The fact that there 
is a dispute is an indication that the Indian policy is not as 
transparent as it could have been. Disputes imply a serious 
mismatch between the government’s objectives and political 
will. Investor confidence suffers when there is a perceived lack 
of political will. Big investors require significant levels of 
comfort wdth respect to the regulatory environments. If there 
was a match between policy-making and implementation, then 
a creative tension between a regulator and the government 
would be healthy. In such a scenario, the regulators would go 
to the government or vice versa if there was a threat of dispute 
and iron out their differences because their common objective 
would be the implementation of a policy. 

Developing countries, particularly democracies, also have a 
higher degree of contentiousness at the policy level. For 
example, compared to industrialized countries, India has 
more legislation and more ordinances, which are negotiated 
not at higher levels but at a relatively medium level. At these 
levels it is the narrow short-term interests of potential benefi¬ 
ciaries or losers in the process of reform that come into the 
fore. If regulatory framewmrks are to succeed in developing 
countries, they may have to be a little less ambitious and 
choose the kind of market structure that will enable them to 
provide the requisite level of investor confidence, that is 
sustainable, and at the same time delivers to the consumers 
the range, quantity, and quality of services without actually 
leading to an unviable sector. That is really the challenge 
India faces. The challenge in regulation is to have ‘very afford¬ 
able services’ while at the same time ensuring an extremely 
profitable run. 

Regulatory approaches in developing countries reflect the 
nature of institutions that exist. An effective framework will be 
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one that can reconcile the concerns of the various 
stakeholders, whether government or private. A regulatory 
framework will work only if it is ‘in sync’ with the institutions. 
If competition legislation is weak, a heavily market-driven 
approach may not work. On the other hand, if the judiciary in 
a country is slow or corrupt, a legal approach will not work. 

In such cases, a competent administrator would be better; but 
if the bureaucracy is not efficient, an approach which is more 
judicial may have to be chosen provided the judicial institu¬ 
tions are relatively uncompromised. Countries with limited 
expertise in regulation will have to actually have to draw up a 
legislation, and it must be noted here that copycat regulatory 
frameworks may not work. But if institutions are strong, the 
job of regulating the market may be entrusted to somebody 
whose integrity and competence is above board. 

Regulation does not imply just market regulation; it in¬ 
cludes infrastructure regulation which has a bearing on public 
policy and strategic issues. Market regulators likeTRAI 
(Telecom Regulatory Authority of India) cannot possibly 
expect to be involved in political, defence, or strategic issues. 
Being independent bodies to whom nobody is obliged to 
report on such matters, they would neither have the compe¬ 
tence nor the requisite information. Getting involved in such 
issues would only undermine their credibility in a contentious 
environment. As such, the regulators need to be given more 
control over market structure with politicians having the last 
word on political, defence, or strategic issues. In other words, 
the regulators should be able to decide the number of players, 
the relationship between these, the kind of competitive regula¬ 
tion, the license conditions, and the terms of interconnection. 
The political aspects of the regulatory process can be sepa¬ 
rated from the technical or market issues in the areas of 
licensing, tariffs, and spectrum management (Table 1). 

Section A is poorly handled if regulators do not have the final 
say, whereas Section B is poorly handled if politicians do not 
have the final say. 

A similar issue has arisen about convergence. Most tele¬ 
communications (except North America) have little experi¬ 
ence of broadcasting content issues. The purposes of telecom 
regulation may be served if telecom regulators can deal with 
all ‘carriage’ (including wireless carriage) and competition/ 
anti-trust issues. In countries like India, creation of a unified 
regulator dealing with both content and carriage might cause 
more problems because the assumptions are not shared and 
the institutions are not strong enough for effective and effi¬ 
cient decision-making. 
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Table 1 Technical versus political 


Regulatory function 

Section A 

Section B 

Licensing 

Need and timing for 
new players 

Issues with a bearing on 
strategic or political issues 


Technical and financial pre¬ 
qualification of players 


Tariffs 

Tariffs that raise competition 
issues 

Tariffs that determine 
affordability of basic 
services 

( e.g., price of a local call) 

Spectrum 

management 

Speedy, efficient, and fair- 
priced spectrum allocation 

Spectrum allocation for 
sensitive or strategic use 


To concludcj a narrow approach (‘either government or 
regulator’) will not work. Neither will narrow sector-based 
approaches (e.g., telecom and broadcasting). Regulatory 
frameworks must be based on the careful allocation of func¬ 
tions - it must address the needs for transparency and fairness 
to users and service providers and must allow for strategic 
issues to be addressed by governments. 
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Telecommunications is a critical infrastructure for every area of the 
economy. There are a number of knotty problems in this sector... 
(Honourable Prime Minister Mr Atal Behari Vajpayee on 24 
October 1998) 

Telecommunications has been internationally recognized as a 
public utility of strategic importance. 

(Supreme Court Judgement [1996] 2 Supreme Court Cases 405) 

In the context of these declarations, it is important to 
review the judgement of the Supreme Court of India, in the 
1995 Delhi Science Forum case. In this event, the Parliament 
went into limbo for two weeks following problems with the 
issue of tender and the Supreme Court had to intervene. In its 
judgement, the Supreme Court pointed out 

The existence of a Telecom Regulatory Authority with 
the appropriate powers is essential for introduction of 
plurality in the Telecom sector. The National Telecom 
Policy is a historic departure from the practice followed 
during the past century. Since the private sector will 
have to contribute more to the development of the 
telecom network than DoTIMTNL [Department of 
Telecommunications / Mahanagar Telephone Nigam 
Limited] in the next few years, the role of an independ¬ 
ent Telecom Regulatory Authority with appropriate 
powers need not impressed, which can harness the 
individual appetite for private gains, for social ends. The 
Central Government and the Telecom Regulatory 
Authority have not to behave like sleeping trustees, but 
have to function as active trustees for the public good. 
(Supreme Court Judgement [1996] 2 Supreme 
Court Cases 405) 

Thus, TRAI (Telecom Regulatory Authority of India) was 
set up on 28 March 1997 ‘to regulate telecommunication 
services and for matters connected herewith and incidental 
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Present status 


Recent 

developments 


Main grey 
areas 


thereto’ (TRAI Act, 1997). According to the Draft New 
Telecom Policy 1999,TRAI was formed ‘to provide an effec¬ 
tive regulatory framework and adequate safeguards to ensure 
fair competition and protection of consumer interests’. 

TRAI has done excellent work in many fields, but it is not 
able to move forward. The ongoing conflict between the DoT 
and TRAI clearly undermines the role of TRAI as an inde¬ 
pendent regulator. Till date, most orders of TRAI have been 
challenged by the industries in the courts. Contrary to the 
impression in certain quarters, TRAI is not fighting the DoT; 
it is the industry which is fighting some of the decisions in the 
courts. Further, a Delhi High Court judgement has resulted 
in TRAI being reduced to a tariff-setting authority. But in this 
role too, TRAI is not fully empowered as interconnection 
aspects are being disputed by the DoT. As a result of this, the 
already fragile investor confidence in Indian telecom industry 
has been further shaken. 

The Prime Minister’s announcement on 24 October 1998 
that all outstanding issues between the DoT and TRAI would 
be resolved to strengthen TRAI was widely acclaimed. How¬ 
ever, e.xpert legal opinions clearly state that out-of-court 
settlement cannot resolve the issue. Proper action is needed to 
take care of the current situation, which means the TRAI Act 
has to be amended through an ordinance to give TRAI the 
status of an independent and empowered regulator. The TRAI 
Act does give TRAI comprehensive powers, but the problem 
lies in the interpretation. Following the Prime Minister’s 
announcement, a draft discussion paper on the proposed New 
Telecom Policy 1999 was prepared. While it has many excel¬ 
lent proposals, it does not address several fundamental issues. 
One of the most fundamental issues before the telecom sector 
today is that of regulatory role. The draft paper has failed to 
address this issue; it talks of two options in a situation where 
there is no option. In fact, both the options do not satisfy 
requirements because the DoT or the MTNL is being im¬ 
posed as the third operator in every service area without the 
involvement ofTRAI. By diluting the powers of TRAI, this 
draft discussion paper cannot go forward. 

The main grey areas in the interpretation of the TRAI Act are 
the following. 

■ Status ofTRAI recommendations on licensing 

* Adjudication of disputes betw’een licensor and licensee 

■ Issuance of interim orders 
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Status of 
recommendatiais 
on licensing 


Disputes 
between 
licensor and 
licensee 


Interim orders 


Determination 
of WPC 
charges 


« Determination ofWPC (Wireless Planning and Coordina¬ 
tion Wing, Ministry of Communications) charges 

■ The Supreme Court view that ‘Subsection (2) of Section 
i 1 of theTRAI Act has also a non-obstante clause, giving 
overriding effects to the said subsection over anything 
contained in the Indian Telegraph Act, 1885’ (Delhi Sci¬ 
ence Forum Case) 

« The industry understands and fully accepts thatTRAI 
recommendations are not binding on the government, but 
believes that it is mandatory for the government to seek the 
recommendations ofTRAI 

The DoT views that disputes should be resolved only through 
arbitration with DG (Directorate General)-Telecoms as 
arbitrator, as specified in the licence agreement. This is unac¬ 
ceptable since the DG-Telecoms is an interested party. 

Section 11 (l)(n) of the Act lists TRAI’s power for settle¬ 
ment of disputes without limiting it to disputes related to 
non-licence. This is further reinforced by the definition of 
‘service provider’ in theTRAI Act.The term service provider 
as used in this Act is a term of art, and it has certain specific 
connotations. In Article 2 (l)(j), the Act specifically says that 
service provider means the government and the licensee. The 
licensee is any person licensed under a section of the Indian 
Telegraph Act to provide specified public telecom services. 
Article 2 (l)(i) does not discriminate or differentiate between 
the government as licensor and the government as operator. 

As such, the industry views that the ‘settlement of disputes’ 
under Sec. 11 (l)(n) covers disputes with the licensor also.The 
industry requires it to be clarified thatTRAI has powers to 
adjudicate on all disputes, including those involving the licensor. 

Specific powers must be given to TRAI to issue interim or¬ 
ders, i.e.,TRAI should have the authority to pass interim 
orders/directions (and not just issue directions), where neces¬ 
sary. This has to be clearly incorporated in the Act because 
the very objective of setting up TRAI is to provide expeditious 
remedy for disputes. In the absence of the power to grant 
interim relief, the ultimate relief may be unfruitful because 
telecom disputes are often urgent in nature and require sig¬ 
nificant and immediate action. 

The TR.AI Act does not provide TRAI any role or authority in 
WPC matters. In many countries, radio communication 
agencies or the wireless w'ing is part of the regulatory 
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Other 

recommenda¬ 

tions 


Conclusion 


authority. The WPG charges form an important cost element 
for service providers. As TRAI has jurisdiction over telecom 
tariffs, it should also have jurisdiction over WPG charges. To 
safeguard the interest of the consumer, TRAI must have a say 
in the determination ofWPG charges so that the end tariff can 
be affordable. 

1 Gomprehensive Telecommunications Act to replace Indian 
Telegraph Act, 1885 and the TRAI Act, 1997 in the 
medium term 

2 Amplify role of TRAI to cover conduit regulation 

3 Any appeal to the high court on a TRAI decision should 
be heard by not less than two judges 

An independent and empowered regulator is absolutely 
essential for the development of a healthy market structure 
and inflow of huge investments. Investments set the key and 
the regulator is necessary to safeguard investments and facili¬ 
tate their flow. There is a crisis in investor confidence today in 
India. The TRAI-DoT litigation has brought down confidence 
levels. The highest priority for India today is to seek large 
investments necessary in the telecom and power sectors. 
Unless India has a strong regulator who is independent, this 
task cannot be successful. Amendments to the TRAI Act 
can remedy the situation and are absolutely essential for 
advancement. 


Comniuniccitions are not just an industry and a commodity: they 
are a basic element in developing and reflecting the preferences and 
perspectives of citizens in all aspects of their lives. 

The Government will regulate, where necessary, in the consumer 
interest, but regulatioti will be no more than is required to achieve 
the necessary protection. Wherever possible, the Government will 
support and encourage the operation of the market to encourage 
mvestmetu and the development of new services. (UK Green 
Paper on Regulating Gommunications: Approaching Gonver- 
gence in the Information Age) 
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Five years into the NTP (National Telecom Policy), 1994, we 
are already contemplating another policy, called the New 
Telecom Policy 1999 this time round. The very fact that we 
had to come back to this task shows what a failure the old 
policy was. It failed firstly because the people who frame the 
policy and the political leadership that gave the direction for 
framing it considered licence fee as a source of revenue for 
fiscal management. This led to very high fixed licence fees 
from private operators, and landed the entire telecom sector 
in very knotty problems. 

The second factor that caused the failure of this policy was 
the lack of transparency. It is common knowledge that the 
motivations of those who framed this policy were suspect; 
they were not thinking of national benefit. 

The third mistake was wrong sequencing, a mistake which 
has been committed in many sectors where reforms have been 
introduced. In the power sector, for example, instead of 
introducing reforms in transmission and distribution, and 
having a regulatory framework in place first, reforms were 
made in opening up generation. An equally serious situation 
occurred in the telecom sector which was opened up without 
a telecom regulatory act, an authority, or the legal environ¬ 
ment in place. The incumbent operator and the monopoly 
operator, who is even now the policy maker and service pro¬ 
vider, determined what regulation in effect was. This has not 
instilled confidence among investors or the people at large. 

The fourth mistake is the entrenched view that the depart¬ 
ment’s interests are synonymous with the national interest, 
costing the country very dearly. This is partly due to the 
so-called socialist hangover under which anything in the 
public sector is considered to be in public interest. This is not 
strictly true, but in the political class and certainly in the 
bureaucracy this view is deeply entrenched and could not be 


* Views expressed in this paper are solely that of the author and do not 
reflect those of his organization. 


342 SKulkarni 1999 


changed so far. Due to’this, many infirmities can be seen in 
the New Telecom Policy in its draft form. 

As the Group on Telecom is non-committal on crucial 
issues, confidence levels among investors, existing operators, 
and even the people at large are not very high yet. However, 
the government has released the draft paper for public discus¬ 
sion. This is the first time that the government has actively 
sought the views of every party that has anything to do with 
the promotion of telecom in India to actively participate in 
policy making. The regulatory framework is conspicuous by 
its absence; however, there are two alternatives suggested in 
the draft paper, perhaps both unacceptable to some as both 
are weak in some respects. To avoid repeating the mistakes 
committed in formulating and implementing the 1994 policy, 
every individual, company, or association in the telecom 
sector must make known their views to the Group on 
Telecom. The best possible policy can only be formulated 
through increased and heightened public awareness, especially 
awareness among critical quarters that matter. Unfortunately, 
the level of participation of the political class in policy formu¬ 
lation is very low. Therefore, everyone in the telecom sector 
needs to interact very closely with people in politics. It should 
not be left to the bureaucrats to decide the policy for India 
because it may entail a repeat of the NTP 1994 and its imple¬ 
mentation would also perhaps be the same. The political class 
must be engaged in very close dialogue to remove many of the 
misconceptions that they have. But one should not suspect the 
presence of political will, without which we could not have 
come so far. Ultimately, it is national interest that will guide 
the new policy. On this score, there should be no doubt 
whatsoever. 
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The legislative framework of theTRAI (Telecom Regulatory 
Authority of India) Act includes the Indian Telegraph Act, 

1885 and the Indian Wireless Act, 1933. The regulator was 
conceived in 1994 and theTRAI Act came into force in 1997. 
In the intermediary four years, these two Acts were subjected 
to careful deliberations, consideration, and comparison with 
international models, but no major amendments have been 
carried out in these Acts. The many powers and functions of 
the TRAI Act are clearly defined and it includes an unusual 
statutory requirement to be transparent. Compared to similar 
acts of various other countries, theTRAI Act is one of the 
finest. 

The regulator needs to address the transition to competition 
as India has not yet become a natural monopoly. This would 
protect consumer interest because competition influences 
prices and affordability. Price-control options and subsidies 
need to be looked into in the absence of fully developed 
competition. Work on network interconnection has already 
begun. Radio-spectrum pricing should go to an independent 
body. The platform for information infrastructure is on the 
agenda of the IT (information technology) task force. 
Promotion of investments is one of the key objectives of the 
National Telecom Policy, 1994 and the actual reason why 
private sector investment was mired in the first place. Obliga¬ 
tions of licensor and licensee must be addressed to ensure a 
level playing field. 

The scope of the regulatory institution would be to work with 
the dominant operator and monopoly access provider. With 
the current status for dealing, the monopoly provider is not 
just a dominant competitor but a monopoly access provider 
and 95% of calls from cellular and basic rights now go into 
the incumbent netw'ork. That is where the challenge lies as the 
vast majority of the problems arise because cell-to-cell calls 
even in the most developed networks are not that high. The 
degree of independence is critical and can be crucial to the 
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Tariff control 
options 


The conflict 


existence of a regulatory institution as are its powers and 
functionSj and licensor and licensee issues. This is one of the 
main reasons why the concerned players are in the courts 
today. If there was an empowered regulator who could actu¬ 
ally respond to the current state of convergence, financial 
challenges, and other changes happening in this sector, there 
would be no need for a policy. 

It is rare for any country to create a new policy within four 
years. While the effort of creating the new policy must be 
applauded, the need of the hour is an empowered regulator 
who can take care of these functions and correct the market 
situation. This has been done several times around the world, 
including in the US and the UK, 

What type of control should be used? Factors to be consid¬ 
ered could be rate of return, price caps, relevance of interna¬ 
tional benchmarks, rules regarding price discrimination, and 
dealing with the issue of cross-subsidy. This is the first time in 
the history of India that local call prices and rentals are being 
rebalanced as against long-distance call prices in a manner 
which is scientific and open to public transparency, based on 
the data provided by the operators themselves. The regulators 
have come up with some very conservative price elasticity 
models. The exercise lasted almost a year with hundreds of 
thousands of man hours and people putting it together. The 
trend in the government is to actually take away subsidy, 
move towards actual prices, and then get to the real cost of 
delivery of end products. This is another issue which concerns 
international investors and operators because this is the 
minimum that is expected. For new entrants to be successful, 
network interconnection is essential. Problems and disputes 
related to interconnection should be anticipated in terms of 
both technical aspects and revenue settlement. So a timely 
and effective dispute resolution mechanism is required. 

The conflict and the challenge lie in the roles of the Depart¬ 
ment of Telecommunications as licensor, policy maker, and 
operator. The challenges seen so far are almost never on the 
merits of what the operator has said, but on the authority of 
the operator. There is a lack of anti-competitive laws. The 
current procedure for interconnection is a result of an execu¬ 
tive order, with prices determined by the incumbent opera¬ 
tors. This is a serious area of conflict. There is scant or no 
consideration for the recommendatory role of the regulator. 
There is no occasion when the government has approached 
and the regulator has not complied. Regardless of which 
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licensing regime exists, either the licensing is free, or it is 
controlled by the government. A recommendatory role is 
mandatory. It is something that the government must seek 
and consider before it takes a decision on new service provid¬ 
ers’ entry. Unless the conflicts related to new service provid¬ 
ers and licenser issues are resolved, it is very difficult for the 
regulator. Some of the work has been done by the World 
Bank, and it is well documented. 

There are big mistakes that need to be avoided while formu¬ 
lating the policy especially with regard to the regulator. Too 
much advice from the incumbent operators in policy determi¬ 
nation is a mistake. The conflict lies in setting up the regula¬ 
tor without resolving the obvious conflicts in the roles of 
incumbent monopoly as the policy maker and licensor. A 
suitable, modern, and flexible telecom legislation must be 
developed. To use this to derive all the power and then make 
it sacrosanct is something that needs to be avoided. The 
inflexibility currently exhibited in the amendments should be 
addressed by a political decision of the government. The 
authority of the regulator cannot be challenged because it is 
the government’s own regulator. 

From the foreign investors’ point of view, this country re¬ 
quires 25 billion dollars over the next four or five years. India 
has about half a billion invested already through partners. 
Investors are extremely nervous both at the quality of the 
policy and the way the entire debate is going on, the regulator 
specifically. 7'his is sending the wrong message, and litigation 
is trying the patience and commitment. The conflict between 
the regulator and the government is causing irretrievable 
damage because it is setting legal precedence which has a cost 
of its own. A stable regulatory environment is as important as 
the market. 

An amendment of the TRAI Act is being considered by the 
entire industry and legal experts. The government must take a 
serious view of this issue. There must be complete involve¬ 
ment of TRAI in policy formulation and implementation. The 
right sequence is important. Separation of the various func¬ 
tions of the Department ofTelecommunications will resolve 
this conflict. This is the single most important confidence¬ 
building step that the Government of India can take. 
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Exhibit 1 Competitive multi-operator environment 

1 Developing markets are moving towards a multi-opera¬ 
tor environment involving competition in fixed network 
and wireless mobile services 

2 Major focus is on ensuring investment in infrastructure 
to meet primary demand for increase in availability of 
telephony services 

3 Risks for market failure are greater and consequences 
for investor confidence are more severe 

4 Need for less reliance on market mechanisms and 
greater regulatory purview 

5 Strong regulatory framework required at start of com¬ 
petition 

6 In a multi-operator competitive environment, operators 

■ provide competitive telecommunication services to 
end customers 

■ establish network infrastructure to provide these 
services 

■ interconnect their networks to provide access to the 
end customers of other operators 

■ provide and charge for functionalities and services 
provided to other operators 


Exhibit 2 Generic model access and ifiterconnection 



Caretraaspoft Aicess 

fieiwurk network 


Note ATM: asynchronous transfer mode; CO-AX: coaxial cable; ADSL: asymmet¬ 
ric digital subscriber line; HDSL; high data rate digital subscriber line; HFC: 
hybrid fibre copper; PBX: private branch exchange; PC: personal computer 
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Exhibit 3 Access and interconnectmi 


1 In a multi-operator environment for competitive public 
voice services, access networks become an integral part 
of interconnection arrangements for domestic and 
international long distance 

2 The attributes of access netw’orks greatly influence and 
determine the terms and conditions and charges for 
interconnection 

3 In an evolving environment of increasing technical and 
market convergence, functionality and cost-effectiveness 
of access networks will have a major impact on the 
development of all telecommunication services 

4 Interconnection arrangements, including access 
networks, are central to the development of effective 
telecommunications industry as they 

u enhance effective competition 
a maximize use of telecommunications facilities 
0 encourage investment in telecommunications infra¬ 
structure 

0 ensure users have access to all other users at 
reasonable cost and acceptable service quality 


Exhibit 4 AccessHnterconnection regulatory framezvork 


1 Effective and appropriate regulatory framework should 
a remove barriers and enable more cost-effective devel¬ 
opment of access networks and interconnection ar¬ 
rangements 

a allow operators to make selection of the appropriate 
technology option based on business, technical, and 
economic considerations 
B lead to greater functionality 

a increase effective competition amongst service operators 


Exhibit 5 Pricing, resale, and unbundling 


1 Most significant commercial elements of interconnec¬ 
tion arrangements are 

a interconnection pricing 
B resale of service 

B unbundling of functionalities and network elements 

2 Terms and conditions and market positioning of these 
commercial elements have a great impact on how 
competition evolves in a multi-operator environment 
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Exhibit 6 Interconnection pricing 


1 To ensure effective competition, interconnection prices 
must 

a have the right structure 
a be set at the right level 

2 If set too high, they deter efficient market entry or lead 
to inefficient duplication of resources 

3 If set too low, they encourage inefficient market entry 

4 In a newly competitive market, setting prices must 
recognize 

a dominance of the incumbent 
a retail prices being out of balance with costs. 

5 With full competition, market forces lead to cost-based 
prices for both retail and interconnection services 


Exhibit 7 Resale 


1 Service-based competition (resale) involves the use of 
some service elements of the incumbent by the entrant 
in offering competitive services 

2 It involves varying degree of value-addition 

a very little or no value-addition as in the case of resale 
using arbitrage 

a substantial value-addition as in data service provided 
through renting of leased lines 

3 In service-based competition, the service provider does 
not deploy its own network infrastructure 

4 Facilities-based competition involves the use of alterna¬ 
tive competing network elements owned by the service 
provider to offer competitive services 

5 Resale can promote the development of a competitive 
market while allowing new entrants to build their own 
facilities 

6 In developing markets, there should be some constraint 
to ensure that focus on infrastructure development is 
not diminished 

/ Regulatory judgement and discretion are required: 

■ to establish charging principles which prevent undue 
arbitrage by the entrant 

■ price signals are conducive to economic investment in 
infrastructure 
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Exhibit 8 Unbundling 


1 Unbundling of incumbent networks into discrete ele¬ 
ments enables competitors to combine their own facili¬ 
ties w’ith those of the incumbent in the most efficient 
manner thus stimulating competition 

2 Unbundling should extend beyond monopoly control¬ 
led bottleneck functionalities to functionalities and 
service features that are subject to dominant supply by 
the incumbent 

3 Unbundled network elements 
a local loops 

a switches - local and toll 
a transmission facilities 
a network interface devices 
a operational support systems 
a signalling systems 
m databases - call-related 

4 Essential facility is defined as 

a monopoly controlled facility, function, process, or service 
a required by the competitor as input to provide service 
a entrant cannot duplicate it economically or technically 

5 Essential pricing of facilities based on causal incremental 
cost with appropriate mark-up for fixed common costs 

6 Of all the unbundled network elements, local loops are 
considered potentially important for local service 
competition in many countries as they lead to 

a stronger and faster competition 
a more efficient use of telecommunication resources 
m reduced environmental damage 


Exhibit 9 Universal service obligation 


1 Universal service obligation entails making basic 
telephony services available to all at an affordable price 

2 In high tele-density countries, the focus is on meeting 
this objective. Usually the incumbent has this obligation 
and, in a competitive environment, is considered the 
carrier of last resort 

3 In low tele-density countries, the focus is on making 
progress towards universal service 

4 To ensure competitive equity and maximize economic 
efficiency in subsidy arrangements, USO (universal 
service obligation) should be funded separately and not 
included as a part of interconnection charges 
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Exhibit 10 Universal service objective 


1 In low tele-density countries, the telecommunications 
policy needs to set appropriate universal service objec¬ 
tives different to those in high tele-density countries 
For example 

■ 10-15-year target for network build 
a short-term objective of a telephone in every village of 
a certain size 

a not appropriate to give incumbent operator a USO to 
supply services to all who ask for it at affordable price 

2 Universal service obligation on the incumbent is 
counter productive as it 

a leads to inefficient network build 
a tempts the incumbent to demand inappropriate 
funding for its long-term network build from other 
operators 
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As we move towards multi-operator markets in public serv¬ 
ices, every public utility licensor or regulator is confronted 
with the classical dilemma of choosing between free competi¬ 
tion and the large-scale investments such proliferated compe¬ 
tition requires. 

On the one hand, the consumer is entitled to ‘choice’ and 
on the other hand, capital resources have to be protected 
against unnecessary duplication and suboptimal utilization. 
This debate assumes special significance in a capital-scarce 
country, particularly where competition is being introduced 
against government monopoly in an environment of conflict¬ 
ing socio-political demands. 

Conventionally, "infrastructure sharing’ is resorted to in 
order to optimize investments. As it however does not address 
the problem of enforcing competition among service provid¬ 
ers, it does little to support the enhancement of the product 
or the service. 

The ‘Netco/Servco’ model of service provision addresses 
the issue by recognizing the distinction between ‘providing 
access’ and ‘providing service’ in a pyramid-like structure 
whereby the customer gets the broadest interface of choice by 
exploiting a largely common technical infrastructure offered 
by a few competent and strong infrastructure operators. 

There are two basic models for the provision of telecommuni¬ 
cation services: the ‘end-to-end’ model and the ‘Netco/Servco’ 
model. Under the end-to-end model, one company owns, 
operates, and maintains the network and markets, and sup¬ 
plies services to end-users of that network. This model has 
been adopted by Telstra in Australia and closer home by the 
DoT (Department of Telecommunications), MTNL 
(Mahanagar Telephone Nigam Limited), and other cellular 
and basic operators. 

In the Netco/Servco model, the responsibilities are divided 
between a Netco and a Servco.The Netco owns, operates, and 
maintains the network and the Servco acquires services in 
bulk from the Netco and resells the services to end-users. In 
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other words, the Netco is the technical player, and the Servco 
is the marketing and distribution player who competes in the 
market, sets prices, and contracts with the customer, (The 
current licensing regime in India prohibits ‘assignment’ which 
in a sweeping embrace precludes this opportunity.) This 
model has been used in Australia by Vodafone which has 
appointed several Servcos. The Draft Telecom Policy, 1999 
has sought to introduce the concept of‘other service provid¬ 
ers’. It is presumed that the policy envisages these to be inter 
alia the Servcos. 

There are intermediate models as well. For instance, Telstra 
in Australia has adopted the end-to-end model, but distrib¬ 
utes services through agents and dealers at the same time. 
However, it still ‘owns’ the customer and sets the retail prices. 

Individual businesses have the option of choosing their role 
according to their competencies, i.e., whether to be a Netco 
or a Servco or both. 

It may appear strange as to why any business would choose 
to be only a Netco. But a power distribution company can 
utilize its ‘passive’ infrastructure upgraded with a small invest¬ 
ment to run a Netco business unit. 

Rationale The Netco/Servco model reduces the levels of infrastructure 
without diminishing in any manner the customer interface 
potential. It recognizes that different corporations have differ¬ 
ent competencies. For instance, an engineering-based organi¬ 
zation would be more adept at owning, operating, and 
maintaining a network, while a marketing-oriented organiza¬ 
tion with retail focus will be expert at selling services and 
dealing with customers. 

The other important rationale for this model (particularly 
relevant to India) is that the territorial, delivery, and applica¬ 
tion matrix adopted for licensing has often resulted in hetero¬ 
geneity in provider identity, branding, and product and 
service quality. Due to the basic flaw of adopting territorial 
licensing on the basis of political boundaries rather than 
‘economic zones’ some of the operations are destined to remain 
suboptimal for a fairly long time. This may result in either 
continuation of monopoly or apathy to further investments. The 
Netco/Servco model helps create service synergy as well as 
territorial contiguity and thereby economies of scale. 

A Servco can, therefore, service a large territory with the 
entire suite of services with a common brand, defined stand¬ 
ards of service, and pricing terms that offer value for money. 

In a nutshell, the Netco/Servco model captures the concept of 
‘convergence’ from the non-technology dimension. 
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Key issues in a 
Netco/Servco 
arrangement 


® The obligations of each party must be clearly delineated. 
Netco is responsible for building, operating, and maintain¬ 
ing the network; Servco will procure and sell the services to 
customers, provide customer service and all related activi¬ 
ties such as billing and collection. 

a A transfer^ price must be established, with a review mecha¬ 
nism. 

a One of the most important issues is exclusivity, that is, can 
more than one Servco be appointed (and if so, is there to 
be a ‘most favoured nation’ clause in favour of a given 
Servco to the effect that it will always have the best price?) 
and, importantly, can Netco under any circumstances itself 
retail services (for instance, once Servco has reached a 
particular market share)? Exclusivity is very important to 
Servco as its relationship with Netco will change funda¬ 
mentally, if Netco competes in the retail market. 

B Netco must be allowed to enter into interconnection ar¬ 
rangements with other carriers for the origination and 
termination of calls, sale of excess transmission capacity, 
and sharing of facilities. 

® Is Servco to be an exclusive Netco reseller, or can it sell 
services from other networks (both within and outside the 
territory and/or service domain)? 

8 There may be a ‘take-or-pay’ obligation on Servco assuring 
Netco of minimum committed revenue. This will be of 
particular importance if Servco is the only reseller. 

® Will Netco arrange for the termination of calls originated 
by Servco customers, or will Servco arrange for the termi¬ 
nation of those calls? In the former case, Netco will be 
entitled to charge Servco a higher wholesale price. 

8 Standard provisions such as term, termination, and change 
of control are required. Term is of particular importance if 
there are exclusivity rights for either party. 

8 It is essential that Netco is required to meet particular 
network performance, coverage, and capacity specifications. 
Netco may also seek of Servco particular minimum cus¬ 
tomer service standards and particular levels of customer 
take-up although this may be dealt with through a 
take-or-pay mechanism. 

a Netco must be required to continually upgrade and im¬ 
prove the network and to ensure that new generation serv¬ 
ices are offered over network. The parties must agree about 
the basis upon which the costs of any upgrades / new' 
service developments will be shared between Netco and 
Servco. Reciprocally, the Servco would need to commit to 
defined delivery parameters of service, etc. 
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Role of the 
regulator 


n Servco would normally want an express right to appoint its 
own sub-resellersj dealers, agents, etc., and also create its 
own brands and marketing packages, 
a The basis, frequency, and type of number allocation by 
Netco to Servco must be agreed upon. 

The role of the regulator becomes crucial in an environment 
where the customer gets insulated from the infrastructure 
owner and also in situations where the infrastructure provider 
may also own the customer directly. 

The key issues that need to be addressed are 
a timing of entry and terms and conditions of service 
a guidelines for becoming a Netco or Servco or both, that is, 
credentials, competencies, etc. 
a governing the relationship between the Netco and the 
Servcos to ensure arm’s length dealings, transparent pricing 
without discouraging competitive bargaining 
a regulating dealings between Servcos inter se to prevent 
unfair trade practices and cartelization and establishing 
sound charging principles 

a audit of Netcos to ensure non cross-subsidizing of services 
and earning reasonable returns on its product portfolio to 
ensure adequate incentive for continued investments. 
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Introduction 


There has been much discussion about the entry of additional 
operators into core telecommunications markets such as 
cellular and basic services. Licensees have discovered that 
they vastly overestimated the demand for telecommunications 
services, and probably the capacity of people at the upper tip 
of the income pyramid in India to pay. The reasons for this 
overestimation include the short time given for the prepara¬ 
tion of bids, the uncritical enthusiasm for one of the last large 
under-served markets in the world, encouragement and even 
manipulation by the DoT (Department of Telecommunica¬ 
tions) with a view to generating public revenue, residual 
Licence Raj mindsets of the domestic partners, wireless frenzy 
on the part of international investors and financial advisers, 
and simple bad judgment on the part of the bidders. Further¬ 
more, one bidder’s extraordinary aggressiveness authorized all 
kinds of speculation in the media as to possible cartels among 
the other bidders to keep prices uneconomically low. 


Scope and 
pace of 
liberalization 


In this scenario, there does not seem to be enormous eco¬ 
nomic space for additional operators. Nor are the existing 
cellular operators demonstrably abusing the duopoly market 
structure, though the interaction among estimated and actual 
demand, greenfield capital commitments, and uncertain 
licence fees admittedly leaves the issue open to empirical 
verification. 

Talk of additional operators may be no more than a politi¬ 
cal fig leaf intended to provide a quid pro quo for reform of 
the structure of the licence fees. On the other hand, it may be 
intended to speed up the rationalization of the industry by 
lowering the value of the licence in the hands of any first 
generation licensee. Rationalization would be a desirable 
development. There are too many operators, running too 
many sub-economic and underfunded telecom operations, in 


* Views expressed are that of the author and does not engage Tata Commu¬ 
nications Limited nor the House ofTata. 
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Preparation of 
competition: 
its timing and 
modalities 


the country today. India does not need the 50-plus core 
telecom operators. 

However, there is another mechanism to accomplish speedy 
rationalization. Following a revision of the terms and condi¬ 
tions as regards licence fee obligations, the Government of 
India could ensure stringent application of the revised format, 
which is most unlikely to be sufficiently radical to save all of 
the current licensees. This would speed up rationalization, 
with less potential wastage of scarce capital than might be 
occasioned by third parties entering supply of cellular or basic 
services. There will still be wastage, but this mechanism 
should reduce it. 

Open entry does not appear to be an optimal policy for a 
large developing country with an acute shortage of capital for 
infrastructure and demonstrated weak demand for the serv¬ 
ices. Some form of licensing will be necessary. Ultimate 
licensing power should be in the hands of the executive 
branch, not the regulator, assuming that the executive branch 
is appropriately structured to competently and credibly carry 
out the licensing function, though this is not the case in India 
today. 

The first task is to create conditions under which there is 
some reasonable prospect that the sunk capital costs incurred 
by the existing telecom licensees may generate an economic 
return, before taking steps to attract additional entrants into 
the sector. At the moment, the Indian telecommunications 
sector may be underfinanced, but it is, welfare externalities 
and the interstate long-distance network aside, overcapitalized 
under the current demand and licence conditions. This sce¬ 
nario should determine the scope and pace of liberalization in 
services other than the interstate long distance. In short, 
instead of new entrants for existing markets, new markets are 
needed for existing entrants. 

The regulator should provide the executive branch with a 
public and grounded recommendation regarding new entrants 
into core telecom markets. The executive could then proceed 
to license in light of TRAI (Telecom Regulatory Authority of 
India) recommendation. This does not seem to be the present 
direction of the telecom policy revision of 1999j however, it is 
entirely justified to the extent that the DoT, the major tele¬ 
communications operator and erstwhile monopoly supplier, 
remains in the grip of its own corporate self-interest. If India 
had a proper independent ministry of communications with 
uncompromised commitment to the declared telecom 
policy of the government, such a ministry should have the 
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Resale, 
network 
unbundling, 
and alternative 
infrastructure 


responsibility, on behalf of the Government of India, for final 
determination and licensing of additional entrants. 

For the same reasons of institutionalized conflict of inter¬ 
ests, interconnection terms and conditions cannot be left to 
negotiations between an incumbent with no incentive to agree 
and entrants who must interconnect as soon as possible and 
are poorly placed to wait out the incumbent. The regulator 
must intervene forcefully. This is one of the few areas where 
TRAI failed. After letting it be known during the months of 
August and September 1997 that it was disappointed in the 
slowness of the industry in bringing interconnection issues to 
its attention, TRAI took many months to produce a letter of 
decision which decided none of the most critical issues. The 
private entrants need interconnection terms and conditions 
which treat the interconnecting parties in symmetrical fashion 
and which reflect international practice, and they need them 
soon. 

As long as the structure of the DoT remains unreformed, 
TRAI will need to develop means for the rapid disposal of 
issues which flow from the variety in the quality and attitudes 
of chief general managers in various circles, both operational 
and central. Some circle administrators have been extremely 
professional in their relations with the private licensees, while 
others have been obstructive or dilatory. The latter need the 
discipline of a regulator who can quickly rectify the results of 
capricious, disinterested, or arbitrary management of inter¬ 
connection, leased line, and other issues where the interests of 
entrants and their customers are at stake. 

Resale and lease of unbundled network elements are mecha¬ 
nisms devised in the liberalized telecom regimes in the West in 
order to foster a transition to full facilities-based competition. 
They are best thought of as temporary measures designed to 
put pressure on former incumbents possessing market power 
and bottleneck facilities. Within a regulated tariff structure, 
entrants without facilities are offered opportunities for price 
arbitrage, the rationale for which is to give the consumer a 
choice of suppliers during the period when facilities-based 
suppliers are constructing their networks, and to force the 
incumbent to accelerate its adjustment to competitive market 
conditions. 

Unless the DoT and the MTNL (Mahanagar Telephone 
Nigam Limited) are given the freedom and the mandate to 
undertake such an adjustment - (that is, unless they are 
corporatized and then privatized, and given the freedom to 
shed staff, determine compensation and personnel policies. 
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and drive tariffs toward underlying costs) - it is hard to imag¬ 
ine a resale regime which would make economic sense. There 
is no sign that the Government of India is prepared to pay the 
political cost of confronting the public sector undertakings to 
this extent. In the absence of this kind of political programme, 
resale would simply deprive the incumbent of monopoly rents, 
which would accrue to private entrepreneurs having made 
minimal investments. Facilities-based competition then seems 
the more logical policy. 

Perhaps it is worth emphasizing that the problems of Indian 
telecom are not fundamentally problems of lack of competi¬ 
tion, nor indeed of liquidity, but of underlying economic 
viability. The issue of viability does not end with the issue of 
the structure and quantum of licence fees. The industry needs 
fewer operators, with lower costs per subscriber; larger terri¬ 
torial coverage; and a greater variety and size of revenue 
sources. Policy should focus on this as a first priority. 

The question of alternative infrastructure seems to be very 
pertinent. The major opportunity here is to assure efficient 
and rapid provision of alternative interstate long-distance 
facilities. For reasons which are unclear, the DoT seems to be 
unable to provide interstate long-distance capacity sufficient 
to meet peak hour demand. Furthermore, India is committed 
to review its interstate long-distance monopoly in 1999. This 
is an excellent moment to exploit the capacity existing in the 
hands of public entities like the Power Grid, the SEBs (state 
electricity boards), and the Railways, as well as in the hands of 
the private cellular and basic operators, in order to introduce 
competition in the provision of national long-distance services. 

The first round of licensing of national long-distance 
services should be confined to those entities, public or private, 
which already have significant transmission and switching 
facilities and which are not already telecom service operators 
possessing market power. These enterprises should be quali¬ 
fied and then given time to create consortia to bid for a long¬ 
distance licence. Only if this round of licensing failed to 
produce one or more credible candidates for a licence should 
the Government of India adopt the second best solution of 
seeking a greenfield project to supply interstate long distance. 
This policy is intended to (1) speed up the introduction of 
services because the infrastructure is already partially in 
place; (2) increase the viability of public and private enter¬ 
prises already committed to telecom to a greater or lesser 
extent; and (3) conserve infrastructure development capital. 
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Universal 
service in a 
competitive 
market 


The contradiction at the heart of the Indian liberalization 
policy in general and telecom policy in particular is the ab¬ 
sence of a programme of structural adjustment which comes 
to terms with the consequences of liberalization for the bu¬ 
reaucracy and public sector enterprises. In telecom, this takes, 
among other things, the particular form of the question of 
universal service in a competitive regime. 

Traditional monopoly telecom is founded on regulated 
tariffs which cross-subsidize local services for rural and other 
higher cost, less wealthy constituencies. Competition drives 
costs toward prices and reduces the rents available to the 
erstwhile monopoly operator. The latter may find itself unable 
to cope with its obligation to provide service to non-economic 
customer segments, unless there is explicit provision for them 
in the government’s policy. 

The DoT, like incumbents everywhere, has made much of 
this issue. Its more or less obvious preoccupation is as much 
to slow or reverse the momentum of liberalization as it is to 
provide for less favoured customers. This does not make the 
issue less important. The problem is entirely typically accurate 
estimation of the cost of the service obligation. TRAI is aware 
of the issue and of the various means, which other geographi¬ 
cally large countries such as the US, Canada, and Australia 
have adopted to deal with it. 

India is not a country that can afford to ignore this ques¬ 
tion. If entrants in basic services (who are clearly not going to 
achieve their VPT [village public telephone programme] 
commitments) or in interstate long distance are to carry some 
part of the burden of the service obligation, they need to 
know this when they are planning their businesses. The 
sequencing of reforms at the microeconomic level has been far 
from optimal^ action is required now in universal service 
funding mechanisms. 


Fair 

competition: 
impeding 
restrictive 
trade practices 
and 

cartelization 


The line between telecom regulation and enforcement of 
competition policy is always a difficult one for governments to 
draw. In most countries, the two functions are carried out by 
two separate agencies, with telecom operators subject to the 
jurisdiction of both. TRAI, in its latest paper on tariff consul¬ 
tation, concluded that it will have the entire responsibility for 
the telecom sector in India. 

There are two sets of issues here. The first relates to anti¬ 
competitive collusion among telecom suppliers to maintain 
prices or terms and conditions less favourable to the consumer 


Transition to a liberalized environment 355-361 



360 Richard D French 1999 


than they would be under fair market conditions. There have 
been scattered complaints of this from cellular consumers 
already, but it is difficult to make a convincing case that the 
current cellular price structure includes a premium due to 
collusion. The problems of the industry are more likely to be 
due to the underpricing of services by inexperienced manage¬ 
ment who do not understand their own cost structure, do not 
know how to compete except by cutting prices, and do not 
have a mandate to build value for the long term because their 
owners do not expect to be there for the long term. This is an 
area in where TRAI has already engaged itself. 

The second set of issues relates to the fairness of competi¬ 
tion between the public sector suppliers and the private sector 
licensees. In particular, these issues are raised by the intention 
of the MTNL to enter the cellular markets of Mumbai and 
Delhi. Assuming that the MTNL is to enter this market, who 
should decide the appropriate terms and conditions, and what 
should they be? While a public advisory role for the regulator 
is apt here, licensing should be transparent, but ultimately 
remains an appropriate prerogative of the executive. Unfortu¬ 
nately, the DoT is unable to assume this responsibility be¬ 
cause it has been unable to overcome the conflict of interest 
inherent in its structure. In such circumstances, TRAI is the 
most obvious alternative and is best equipped to set the rules, 
which are to apply to the entry of a public sector supplier into 
a market served by private licensees. What should these rules 
be? There are some very important and useful precedents 
because the DoT is not the first incumbent to decide that it 
wants a share of the wireless revenues going to private 
companies. 

The rules, which should apply to a wireless affiliate of an 
incumbent wireline company, as determined by the European 
Commission and Western telecom regulators, are as follows. 
The new wireless entrant must 

H be operated as a second company, with an independent 
board of directors, specified independent audit standards, 
and an arm’s length relationship with the incumbent 
ffl pay the same licence fees and other public charges as the 
private licensees 

a pay the same prices and observe the same terms and condi¬ 
tions for use of any facilities of the incumbent as are of¬ 
fered without discrimination to any private licensee, and 
avail itself of no other of the incumbent’s facilities 
B sell and price its services independently of the sale of the 
services of its wireline affiliate, as long as that wireline 
affiliate retains market power. 
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ionclusion 


It is these terms and conditions that TRAI will want to con¬ 
sider when it evaluates the need for a level playing field raised 
by the potential entry of the MTNL into the cellular business. 

TRAI has shown a very impressive performance under diffi¬ 
cult circumstances, and the members and professional staff of 
the institution deserve the respect and thanks of those who 
believe that the addition of private capital and management 
may constitute a useful complement to the contribution of the 
public sector in the development of telecommunications in 
India. There is no need for further institutional reform if the 
process of liberalization of telecom in India is not to collapse 
under the weight of its internal contradictions. Pending that 
reform, TRAI will find itself, as other telecom regulators have 
found themselves, not only applying policy but also making it, 
often without much guidance from elected officials, who tend 
to be comfortable letting the independent quasi-judicial status 
of the regulator bear certain political costs. This is not always 
an entirely pleasant experience, but history elsewhere suggests 
that it can be an extremely valuable contribution to the eco¬ 
nomic and social welfare of the country. 


Transition to a liberalized environment 355-361 



Massachusetts 
Department of 
Telecommunications 
and Energy, 
Boston, USA 


James Connelly 

From monopoly to competitive market 
regulation: the Massachusetts experience 


Transition to a liberalized environment: experiences and 
issues in regulation 362-364 


The laws of economics and technology are the same for every 
country. Moving from monopoly regulation to market regula¬ 
tion is not deregulation, but a different kind of regulation. In 
the Massachusetts DTE (Department ofTelecommunications 
and Energy) in Boston also, there have been problems in the 
regulatory structure. In trying to move towards a market- 
based regulation, agencies that are staffed to do monopoly 
regulation - where people often cannot think outside of the 
monopoly - must change their way of looking at the industries 
that they regulate. The DTE in Massachusetts regulates 
telecommunications including cable television, the gas, elec¬ 
tric, and water rates and services, transportation (rail, bus, 
and taxi), and pipeline safety. 

The telephone industry is very well developed in Massa¬ 
chusetts, and the market in Boston that has developed in well 
over a hundred years is very saturated. For many years, 
telecommunications was largely a quiet area of regulation and 
not very dynamic. It was largely telephony and telegraphy 
earlier on - the transmission of intelligence by wire. The 
system worked very well, but it was evident that it was costly 
and that there were inefficiencies. A new model of perform¬ 
ance-based rates for telephony under a price cap was consid¬ 
ered a good way to start bringing competition into the 
telephone services in Massachusetts. This is how in 1995 a 
system called the Service Quality Index was set up to penalize 
as well as encourage the telephone company to do better. In 
Massachusetts, telecommunications regulation is an out¬ 
growth of the common carrier law. Under the common carrier 
model the price cap was moved. Slowly it was recognized that 
compared to market effects (where they can be allowed to 
happen), regulation yields highly imperfect results. Empower¬ 
ing consumers with the choice of putting their money where 
they wanted and pitting one provider against another yields 
much better results. This does not however mean that regula¬ 
tion at some level is still not necessary. 

Massachusetts operates under the umbrella of federal law 
and the constitution; and in case of a conflict, these two 
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always triumph over the state law. The 1996 Federal Telecom¬ 
munications Act was a major change in the way telecommuni¬ 
cations was regulated. It is the objective of the DTE at the 
state level to create the conditions for competition within the 
local Bell Operating Company’s service territory (Massachu¬ 
setts). With local companies becoming a part of an even larger 
entity, regulation becomes even more difficult, but the DTE 
still has a say in what they do. 

Massachusetts has telecommunications resale discounts at 
29%, the deepest discounts in the country. In spite of this, 
there are many people who still do not find the discount 
attractive enough to enter resale of telecommunications from 
a local incumbent Bell company; they want to get into facili- 
ties-based competition and hence into unbundled network 
elements. Massachusetts is still wrestling with these problems. 
It has also done a number of arbitrated interconnection 
agreements. 

Under Section 271 of the Telecommunications Act, compa¬ 
nies have to prove that they have opened their markets suffi¬ 
ciently to the local competition in order to qualify to enter 
long-distance competition. So far around six filings have been 
presented by various states to the FCC (Federal Communica¬ 
tions Commission) for approval, and each and every one of 
them has been disapproved. In some ways the 1996 Act has 
been disappointing. However, the pressure seems to be build¬ 
ing up and in the next year or so there will be some real 
movement towards competition. The Act itself was highly 
compromised to get it through Congress three years ago. In a 
recent case, the majority opinion at the United States Su¬ 
preme Court described it as anything but a model of clarity in 
terms of draughtsmanship. So legislative drafting problems 
are not really unique to India. 

There is an interconnection between much of what is being 
done on the electric restructuring and the telecom sector even 
through it may not seem obvious at first. Throughout much of 
the US there is a convergence of utility businesses. Many 
electric companies have fibre optics systems to operate their 
distribution systems. The fibre optics system has a lot of 
excess capacity and many utilities have begun to realize how it 
can be used with the proliferation of a number of phone 
companies. Electricity distribution companies will be the only 
utility in any given geographic area that has a monopoly 
connection with each and every household and each and every 
business. Two utilities, Boston Edison and Massachusetts 
Electric which is being bought by the National Grid Com¬ 
pany, are setting up the fibre optics system to provide cable 
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television service against the local incumbents who had a 
25-year monopoly. Other uses for excess fibre optic capacity 
are Internet service, phone service, security alarm services, 
and, in one case, Boston Edison is getting into gas sales. This 
is an important area of convergence and it was hotly contested 
by the local incumbent cable monopolies. There has been a 
big trend in cellular telephones service too. It has become 
very controversial because it is tending to lead to great 
demand for new telephone numbers and new area codes. 
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Exhibit 1 Setting tariffs (prices): some basics 


1 Marketplaces resolve three perpetual questions 

■ What shall be produced? 

■ How shall production be done? 

■ For whom? 

2 Marketplace structures vary 

■ Perfect competition - ‘price takers’ 

■ Imperfect competition 

■ Workable competition 

■ Monopoly - ‘price makers’ 

3 Public utilities deemed for many years to be natural 
monopolies 

4 Hence public regulation invented to ensure 

■ just, reasonable rates 

■ no undue discrimination 

5 But, application of these ‘standards’ has changed 
through the years 


Exhibit 2 Conventional regulation 
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Exhibit 3 Competition emerges and new issues surface 


1 Cross-subsidization from users of monopoly services tc 
‘support’ competitive market 

2 More specific concern that ‘bottleneck’ facilities 
required by competitors priced in predatory fashion 

3 Inherent cross-subsidies to meet policy goals - who 
pays now? How? 


Exhibit 4 Revised regulation 


Key factors Standards 


1 Aggregate price 
levels and profits 


2 Price structures 


3 Social goals 


■ Introduce split rate base 

a Competitive segments 

• market by market 
forbearance 

• no price or profit regulation 

■ Utility segment 

• price caps with sub-baskets 

• no profit regulation but 
productivity factor in 
formula 

■ Competitive segment 

• forbearance 

■ Utility segment 

• flexibility subject to 
sub-basket thresholds 

B ‘Contribution’ framework 

with central fund agreement 


Essentially, balancing interests of subscribers, 
shareholders, new competitors, and ‘public policy’ goals 
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Exhibit 1 Why come to the party 


1 Cost separations are difficult 

2 Become public information if used for regulatory purposes 

3 Provide competitors with intelligence about your business 

4 Probably does the company more good than harm 


Exhibit 2 Market cross-subsidies 


1 Technologies have freed most markets 

2 Competitors will be in these markets 

3 Different competitors in each market 

4 Strategies dictate that prices must approach costs in all 
sectors 

5 Separations allow you to determine costs by segments 
and measure strategic impacts 

6 Recognizes the cost of policy decisions 


Exhibit 3 Pricing in competitive markets 


1 The correct rate is important - too high and competi¬ 
tion is impededj too low^ and inefficient operators are 
allowed to enter 

2 The regulator will be encouraged to set rates too low if 
information is absent 

3 Recovery of all costs is the objective 


Exhibit 4 The key objectives 


1 Competitors will serve profitable markets first 

2 These markets fund politically-driven objectives 

3 Ensure the cost of entry considers the impact on the 
strategic goals of the country 

4 Avoid sudden shocks to the systems 
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Telecommunications is an important infrastructure input for 
the economic development of the country. Till recently, this 
sector was the virtual monopoly of the government. However, 
after the National Telecom Policy, 1994 came into effect, 
companies registered in India have been permitted to operate 
in basic telephony and value-added services. In the changed 
scenario, it is imperative to protect the interest of the 
consumers and to ensure fair competition. In both respects, 
tariffs would play a key role. 

With the emergence of competition in the telecommunica¬ 
tions market all over the world, the situation is rapidly chang¬ 
ing. In a competitive market, cross-subsidization of services is 
bound to be unviable and in the long run, prices have to 
approximate cost. Nearly every telecom administration is, 
therefore, addressing the real costs of operation. For example, 
it has been a feature of the telecom industries that rental (the 
price of access) and local call charges (the price of usage of 
the local network) have generally been subsidized by the long¬ 
distance service. With the emergence of competition in the 
long-distance market, prices of long-distance calls have fallen 
dramatically in many countries while prices for use of local 
systems have been suitably rebalanced. Costs have, therefore, 
become major drivers in the telecommunications markets of 
today. 

The objectives of tariff setting depend on the stage of telecom 
development and government policies. The main objectives of 
tariff in the telecom service in India under the monopoly 
environment were to 

■ provide affordable service of reasonable quality to consumers 

■ use tariff as a tool for mobilization of sufficient internal 
resources in order to expand and develop the telecom 
network in the country 

■ provide concessional tariff to certain segments of society, 
thus making telephone services accountable to them (e.g., 
rural subscribers). 
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Section 11(2) of theTRAI (Telecom Regulatory Authority of 
India) Act vests TRAI with powers to fix tariffs for telecom 
services. In conformity with this, TRAI brought out the 
Consultation Paper on Pricing ofTelecom Services. It has 
asked for comments from service providers, consumer organi¬ 
zations, and others including the DoT (Department of Tel¬ 
ecommunications), and organized open-house sessions in 
various parts of the country to get feedback on its paper. This 
exercise is expected to take final shape shortly. 


Concepts and 
principle of 
tariff setting 


The concepts and principle for tariff setting cannot be seen in 
isolation. It depends on various factors such as the stage of 
development of the telecom sector of a country and the nature 
of the environment, that is, monopoly or competition, extent 
of tele-density or tele-penetration, USO (universal service 
obligations), etc. 

Most developed countries use the concept of LRIC (long- 
run incremental cost) for setting the tariff of telecom services. 
In India, the concept used is fully allocated based on histori¬ 
cal cost for pricing telecom services. 

The difference in methodology is primarily due to the 
different stage of telecom development. In India, tele-density 
is as low as 2 per 100 and substantial resources are required 
for making telephones available on demand and fulfilling 
social obligations. In developed countries tele-density is high, 
the written-down value of their assets is almost zero, no major 
investment in expansion of the telecom network is required, 
and there are hardly any social obligations to fulfil. These 
countries have reached the stage of cost-based tariff. How¬ 
ever, in India, the route to cost-based tariff will take time 
because of the inbuilt subsidy and the need to fulfil social 
obligations. 


*' ' ^* *" *'^*— The present tariff structure of the DoT is not entirely cost 
Procedure for based and cross-subsidization does exist. The government’s 
determining socio-economic policies and fulfilment of USO are the major 
determinants of rates for different categories of consumers 
and services. On the whole, telephone tariffs are enhanced so 
as to ensure a reasonable rate of return on the capital em¬ 
ployed by the DoT and to ensure sufficiency. 

Presently, cost-accounting data are not in place to enable 
identification of cost on marginal/incremental cost bases. 

Nor has it been possible to have disaggregated costs on a 
regional basis. There is a large difference in productivity on 
various routes and some routes are even operating at a loss. 
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Furthermorej by the very nature of the sector, there are joint/ 
common costs, which can only be distributed by way of 
allocation over different service segments. 

The existing procedure is to calculate the cost of switching 
and transmission using a fully allocated method on historical 
cost basis. After arriving at the cost, some percentage of 
annual recurring expenditure is taken to arrive at the rental 
and usage charges. Subsequently, based on the objective, 
rental and usage charges are fixed in a manner such that the 
DoT gets sufficient funds for expansion and upgradation of 
the telecom network. 

In our existing tariff structure, rentals and local call charges 
are underpriced and long-distance call charges are overpriced. 
Underpricing of the rental leads to excess demand for access 
and over-pricing of long distance calls has not led to measur¬ 
ably low usage. Striking a balance between accessibility and 
usage depends on the objectives of tariff setting. In India, the 
objective so far has been to cross-subsidize from long-distance 
charges to rental and local call charges. The charges of long¬ 
distance calls have been kept deliberately higher for the pur¬ 
pose of generating sufficient investable surplus for further 
development of the network. 

Interconnection is the physical connection between two 
networks and it facilitates subscribers of one operator’s net¬ 
work to communicate with subscribers of another network. It 
is vital for effective communications and promotes accessibility 
among a wider subscriber base. A reasonable interconnect 
agreement and, in particular, interconnecting charges are very 
important for fair competition in a competitive environment. 
The charges in interconnect agreement are listed below. 

■ Cost of link between the networks - New entrant to bear the 
cost either on R&G or contribution basis. 

■ Port charges - The licensee has the option to take it either 
on graded scale or flat-rate basis. This arrangement is for a 
period of three years, after which the DoT will provide 
interconnection on full-cost basis, subject to any decision 
or direction of TRAI on this subject. 

■ Access charges - Basic telephony 

• Local call - bill and keep system 

• STD/ISD - The receiving network will get Re 0.50 and 
Re 0.70 per unit for STD and ISD calls, respectively, 
from the originating network. 

In a monopolistic environment, the element of subsidy is 
inbuilt in the tariff structure. This leads to distortion in 
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Unbundling of 
cost/cross¬ 
subsidization 


pricing of various elements of the telephone services. Such 
aberrations may be allowed to continue in a monopolistic 
environment; however, with competition set in motion, cost- 
based tariff will be the norm rather than the exception. But 
the movement towards cost-based tariff should be such that 
the existing revenue of the DoT should not be destabilized 
because this would affect the growth of tele-density and 
accessibility in the country. In other words, the pace towards 
cost-based tariff should be based on the needs and require¬ 
ments of the country. The following are some of the drivers of 
cost-based tariffs in a competitive environment. 

H Market liberalization 
m Globalization 
a Better technologies 
H Regulatory presence 
a Increased competition 

In future, the tariff of various services will depend upon the 
scientific methodology for conducting a cost-based study, 
allocation of common cost and demarcation of various serv¬ 
ices in terms of cost provided on the same network. These 
studies will help in developing flexibility and a transparent 
tariff structure. 

In a monopolistic environment, the costing methodology does 
not take into account the unbundling of cost. Also, the ele¬ 
ment of cross-subsidization is inbuilt in the tariff structure. At 
this stage, it is not possible to quantify the extent of subsidy 
due to non-availability of data. However, unbundling of cost 
in the telecommunication sector presupposes advanced ac¬ 
counting system to the needs of costing of telecom services. 
Another difficulty of unbundling of cost is the apportionment 
of cost to each service in the telecom sector due to common 
or joint costs. In a competitive environment w^here tariff wall 
be the cutting edge, it wall be imperative to go for unbundling 
of cost in order to find out the cost and revenue of each 
stream of the telecom services. Cross-subsidization will also 
have to be transparent wdth a reasonable degree of accuracy to 
ascertain the extent. 
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Tariff policy has always been basically a decision about bal¬ 
ancing the interests of customers and service providers. Over 
time, the instruments required to ensure balance among these 
interests changed as the telecom market became more con¬ 
testable. The emphasis now is on achieving the gains for both 
customers and service providers that arise through improve¬ 
ments in efficiency in a competitive situation. 

Interconnection implies a need to create adequate conditions 
for participation in the market by multiple service providers, 
including through fixing appropriate interconnection charges. 
A crucial principle regarding interconnection charges is that 
they should not act as barriers to competition. Therefore, they 
should not discriminate between one’s own and another 
service provider’s operations. An important way of avoiding 
this distinction is to base interconnection charges on the costs 
of providing interconnection. Therefore, cost-based pricing is 
a must for interconnection charges. 

Interconnection charges also feed into the prices charged to 
subscribers, through a system of access charges that operators 
in the network pay to those operators whose network is used 
for providing a particular service. Determination of such 
access charges, together with customer tariffs, will become 
essential, e.g., when long-distance transmission is liberalized 
in India. This requires information about costs at a consider¬ 
able level of detail, thus involving unbundling of costs. 
Unbundling of costs is also required to ensure ‘fair competition’ 
when service providers are in the market for more than one 
wpe of service, e.g., cellular mobile and basic fixed line services. 

A very important consideration in tariff policy is network exter¬ 
nalities, including those reflecting the social concerns for provid¬ 
ing telecommunication services as widely as possible. This 
implies that tariffs for access of the subscriber to the network 
should be below costs. This involves a separate emphasis on 
determining the tariff for customer’s access to the network. 

Since a larger number of customers reduce the average cost 
in a fixed cost environment (such as telecom), access price 
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assumes even greater importance. Thus, it cannot be deter¬ 
mined only in terms of simple costing principles. Demand 
becomes an important consideration in this context. There 
has to be a balance between affordability and below-cost 
pricing for access (or rentals, as they are commonly termed). 
However, with below-cost rentals (and this itself is not an easy 
concept), cross-subsidy has to be provided by other tariffs, 
namely by tariffs for usage of different services. These tariffs, 
therefore, have to be above cost. 

Subscribers using services which have above-cost tariffs will 
attract the attention of competing service providers because 
these subscribers will provide high revenues and profits. To 
the extent that these subscribers provide a maior portion of 
revenue, the situation becomes vulnerable for those providing 
services to other subscribers. An example of this is the present 
situation of the Department of Telecommunications. 

To sustain profitability and maintain the s ubscriber base of 
those who do not use high-pnccd services (and these are at 
present the large maiority in India), there is a need to limit 
both the excess of any tariff over cost as well as the extent to 
which tariffs are below cost. This involves a correction in 
tariffs moving towards costs, which has been termed as re¬ 
balancing. Like interconnection charges, such re-balancing is 
a prerequisite for creating and sustaining competition. 

In the rapidly changing world of telecom, new services (in¬ 
cluding llcxihle combinations of available services) are being 
offered to attract customers. 

Once the basic regulat'Wy framework has been provided to 
facilitate the provision t'f ser\ sces. the role of the regulator 
should be to ensure that the basic objectives of customer 
protection and competition among service providers are 
achieved. This may not require tariff intervention in each 
and every type of service. Thus, clear principles should be 
enunciated about when regulators should intervene with 
regard to tariffs. 

More and more, as the market provides the ‘regulatory 
pressures’ and as new services emerge which are not linked to 
the basic social objective of providing access to specified 
services, it need not be necessary to regulate several tariffs. 
Forbearance becomes an attractive and reasonable regulatory 
option in this situation. Qualified forbearance is also possible 
if the regulator ensures certain ceilings or certain price pack¬ 
ages mandatorily to be offered to subscribers, leaving the 
service provider with the freedom to provide, on a voluntary 
basis, any other price package. Demand-side pricing is the 
underlying principle with forbearance. 
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Exhibit 1 Opportunities arising from the New Telecom Policy 1999 objectives 

Policy target Up to 2000- 2005- Remarks 

2002 05 10 

(Investments required to meet objectives) 
(billion rupees) 

Rural 

1 Access to all citizens, 

connectivity 12 

2 To all villages covering 

260 000 villages 13 

3 Increase tele-density to 
4 by 2010 

4 Upgrade PCOs to be 
ISDN terminals 

Urban 

1 Upgrade existing 
economic centres to 
world standards and 
grow at 10% per annum 300 

2 Increase tele-density to 7 2000 

3 Increase tele-density to 15 3200 

International market opportunities (in billion US$) 

Make India IT superpower 

1 Software exports 50 100 200 

2 Other telecom related 

services 75 150 100 

IT: information technology; PCOs: public call offices; ISDN: Integrated 
Services Digital Network 


Conventional roll 
out 

Using satellite 
130 


Make telecom a national mission 


Exhibit 3 Gaps in investors confidence 


Policy framework Earlier Present 

policy policy 


1 

Clarity - objectives 

No 

Yes 

2 

Consistency 

No 

No 

3 

Transparency / level 




playing field 

No 

Yes 

4 

Long-term validity 

No 

p 

5 

Flexibility - technical 




obsolescence 

No 

Partial 

6 

Market viability 

No 

No 

7 

Enable smooth 




implementation 

No 

No 

India needs investments to build world class telecom 


infrastructure 
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Exhibit 4 Gaps in the new policy 

1 Underestimates the ‘viability’ issue 

2 Long distance revenue and sharing 

3 Resolution of existing operators 

4 Issue of overcrowding and migration plan/guidelines 

5 Policies regulating arm’s length operations 

6 Silence on local implementation issues 

7 Monitoring mechanisms and penalties 

Sustainable model only at international norms 


Exhibit 5 International comparison - cellular tariffs 


Group 

Connection 
charge ($) 

Monthly 

charge(S) 

Cost of 

3 min. call (3) 

Africa 

217.4 

42.4 

1.9 

Americas 

101.8 

35.0 

1.4 

Asia 

119.1 

30.2 

0.6 

Europe 

97.4 

30.6 

1.3 

Oceania 

63.2 

28.6 

1.1 

World 

217.4 

42.4 

1.9 

India 

33.8 

4.4 

0.7 


Source ITU World Development Report, 1997 


Exhibit 6 Households in different categories 


Households in (lOOs) 


10000 -I 

8000- 

6000- 

4000- 

2000- 

0 ~ 







L 




1 


1994 Rural 

1998 Rural 

1994 Urban 

1998 Urban 

O Below 100k 

6164 

7089 

2633 

3028 

□ 100k - 300k 

6966 

8011 

5728 

6587 

® 300 k-600k 

530 

610 

1304 

1500 


Source National Council of Applied Economic Research 


Session 4 Regulatory reforms: present and future strategies 



















377 Impact of the new telecom policy 


Exhibit 7 Creating indigenous equipment and R&D development 
environment 


1 Strategic importance 

2 Link technology inflows with imports / foreign direct 
investment 

3 Provide level playing field - NTF part II recommendations 

4 Cess on telecom - build R&D/exports 

5 Timing critical 

Critical to have a strong indigenous industry 


Exhibit 8 IVhat next? 


1 Developing models to arrive at 
■ percentage revenue sharing 

® entry fee 

2 Defining migration path 

3 Strategy note on market generation for viability 

4 Drive penal deterrents for critical formations 

Need for integrated strategic time-bound plan to make 
India IT superpower in the new millennium 


Exhibit 9 Areas to watch for 


1 Overemphasis on competition 

2 Conflicting priorities 

3 Planning without political debate 

4 Overloading the regulator 


Exhibit 10 Challenges in leveraging the opportunities 


1 Indian telecom infrastructure is inadequate 

2 Indian telecom tariffs are ten times more expensive 

3 Unreliable 

4 Cost more to host sites in India 

5 Poor infrastructure 
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Exhibit 11 Quality 


Quality is a function of 

1 Customer requirements and affordability 

2 Technical standards, processes, and management 

3 Management philosophy and commitment 

4 Environment and quality of human resources 


Exhibit 12 Requirements of the Telecom Regulatory Authority ofina 


1 Technical 

2 Customer facilities 


3 Requires developmental 
statistics 

4 Quality assessment surveys 


Dial tone <600 MS for 
95% calls 

Billing facility within 2 km 
Less than 18 complaints/ 
month 

Billing <1 % complaints 
Directory updating every 
year 

Operators to respond 
within 10 seconds 

149 + parameters 
Operational, quality of 
connection, grade of 
service, operator 
services/assistance 


Exhibit 13 A reas of concern 


1 Over regulation 

2 Small value fines 

3 Standards should be measurable 

4 Need for changing parameter requirements 

5 Information authenticity and leakage 

6 Environmental factors’ vulnerability to establish legal 
culprits 

7 Affordability of providing services 
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Exhibit 14 Suggestions 

1 Leave market to decide quality 

2 Provide major deterrent for continued faults, if proved 

3 Focus on identifying strategies to improve environment/ 
value systems 

4 Address viability issue 

5 Political and administrative commitment - all levels 

6 Mitigate local harassment 

a empower special secretary 
a problem resolution within tw’o to seven days 

7 Revise financial norms 
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Exhibit 1 Current scenario 


1 National Telecom Policy, 1994 

■ Telephone on demand 

“ Provision of world-class service 

■ India to emerge as manufacturing/export base 

■ USO (universal service obligation) 

2 Telecom sector’s key dilemma: financial closure 

■ Market size and growth are small compared to bid 
assumptions 

■ High licence fee forces companies to increase project 
size unrealistically and aggressively to demonstrate 
revenues for payment of licence fees 

■ Financial institutions are 

• unwilling to finance unproductive project costs - the 
licence fee 

• concerned about long gestation and break-even 
periods 

■ Vendors are willing to finance project’s equipment 
portion 

■ Higher baseline capital equipment cost due to customs 
duty, financing costs 

■ Multiplicity of approvals (from the Ministry of Envi¬ 
ronment and Forests, the Ministry of Surface Trans¬ 
port, the Standing Advisory Committee on Frequency 
Allocation, the Wireless Planning and Coordination 
Wing of the Ministry of Communications, etc.) leads 
to delay in project take-off 

3 Anatomy of failure 

■ Validity of the privatization model 

■ Hype and the herd instinct, scramble for the new 
eldorado 

■ Revenues from licences treated as a means to finance 
the deficit 

■ Underestimated depth of commitment required 

■ Absence of a regulator 

■ Absence of supporting capital marketing infrastructure 
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Exhibit 2 The promised land: New Telecom Policy 1999 


1 Convergence of markets and technologies 
« telephony and broadcasting 

» wireline and wireless 

2 Need to create a modern infrastructure 

3 IT (information technology) superpower 

4 IT could be to India what oil has been to the Middle East 


Exhibit 3 Drivers of the new policy 


1 Rapid technology obsolescence and unstoppable nature of 
technology erodes traditional telecom model 

2 Original licence fee bid based on traditional model 

■ local loop is an invaluable asset as services to end-user 
have to flow through local loop 

3 New Internet policy erodes 

B the traditional telecom model 
B cuts significantly into telecom revenue streams 

4 Convergence enables multiple service providers to 
cannibalize on basic service provides’ primary revenue 
streams 

» Internet telephony is viable and no policing is possible 

■ last mile access to ISPs (Internet service providers)/ 
CATV (cable TV) significantly cuts into ‘connect time’ 
revenues of telecom 

B technology available for telephony on CATV networks 
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Exhibit 4 The promise and failure 


1 Task force to rescue all outstanding issues and submit 
report by 30 November 1999, Government of India to 
act by 31 December 1999 

2 Accord priority to outstanding issues, set the direction for 
the future 

3 Uncertainty has wasted 24 months of effort 

4 Convergence addresses the needs of 0.1% population, 
cannibalizes basic service providers’ assumed revenue 
stream 

5 Cherry picking and quality of service 

6 Unanswered questions - Draft of New Telecom Policy 
1999 

■ convergence 

■ degree of revenue sharing? 

" cellular? WLL (wireless in local loop)? Wireline? 

■ foreign operator 

■ 1800 GSM (global system for mobile communication) 
/ 800 CDMA (code division multiple access) / 900 GSM 


Exhibit 5 Case study: Punjab 


1 Essar, Alcatel, Qualcomm, Worldtel, Airtel - agreed to 
revise equity from 200 million dollars to 300 million 
dollars for funding basic service 

2 Qualcomm, Alcatel agreed to fund vendor debt 

3 Solution found for sanctions issue 

4 Ministry of Surface Transport refuses permission to dig 

5 Duty structure on NIU 20%-58% 

6 ISP licences given -VoIP (voice over Internet protocol), 
Last Mile Link, impact on revenue 
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Exhibit 6 Dangers of current situation 


1 Ouster of Indian companies from the Indian telecom scene 
« large project outlays lead to need for greater foreign 

equity participation if debt options are limited; higher 
dependence on costly technologies preferred by foreign 
partners; long gestation periods 
H Indian companies’ resources versus that of multina¬ 
tional companies’ 

“ in the long run, greater foreign stake will ease out or 
jeopardize the Indian stake 

2 High project costs and high licence fees result in higher 
cost to consumer 

3 Unattractive private projects will put the entire burden 
of providing basic telephony on the DoT (Department 
of Telecommunications) 

4 Total outcome 

® low telecommunications penetration 
« no revenues to government from private sector projects 
■ companies pushed into bankruptcy 

5 An industry that can channel 80 billion dollars / foreign 
direct investment fails to live up to its potential 


Exhibit 7 Regulatory imperative 

1 Strengthen TRAI (Telecom Regulatory Authority of India) 
- power to recommend/enforce licence 

2 Liberalize financial options 

3 Ensure consistency between different arms of government 

4 Legal options available 
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Exhibit 8 Strengthening the Telecom Regulatory Authority of India 


1 The Draft Telecom Policy does not address critical role 
of regulator despite the Prime Minister’s commitment 
on 24 October 1998 

2 It has conspicuously failed to appreciate and record the 
need for an independent and empowered regulator to 
facilitate huge investments 

3 It undermines TRAI’s role by restricting its involvement 
to dispute settlement 

4 Suitable amendment to the TRAI Act by ordinance to be 
implemented, effective 31 March 1999 and to cover 
following issues 

■ TRAI to adjudicate dispute settlements between all 
service providers (including DoT/MTNL) and licensor 

a TRAI powers, including recommendatory powers, to 
apply to all existing and future service providers 
(including DoT/MTNL) 

■ TRAI to recommend entry of third operator - 
MTNL/DoT - into cellular services 

■ TRAI to play significant role in determining market 
structure and number of players 

■ TRAI to determine timing, quantum of entry fee and 
revenue share payable by DoT/MTNL as third operator 

■ TRAI to also judge whether it is necessary to over¬ 
regulate the incumbent operator (as in most other 
regimes) to ensure that a level playing field is created 
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Exhibit 9 The licensing regime: some suggestions for implementa¬ 
tion methodology 


1 Licensing agencies 

H either a separate independent licensing cell in the DoT 
or a licensing cell under the purview of the Ministry of 
Communications 

“ TRAI to transparently determine the timing and entry of 
new licensees taking account of various factors including 

• current and future demand projections 

• efficient allocation of resources 

• availability of funds for India’s telecom industry 

• maintaining telecom’s attractiveness to investors - 
now and in the future 

2 The entry fee 

» initial entry fee to serve as 

• deterrent for entry by frivolous entrants 

• signature or commitment fee to demonstrate 
licensee’s seriousness to pursue project 


Exhibit 10 Terms and conditions for new entrants: some suggestions 


1 Quantum of entry free: the initial entry fee to be high 
enough to ensure 

“ adequate deterrence to frivolous entrants 

■ gradual liberalization to suit the growth of market and 
increase in tele-density 

® consumers benefit from economies of scale and scope 
B certainty of market structure for financiers who are 
funding the project 

B market remains attractive to investors 

2 Checks and balances: licensing cell or TRAI to ensure 
achievement of specified performance parameters 

■ roll-out - number and physical coverage 

■ price - of services and range of services 

B quality of service - against specified standards 

■ penalties - for non-performance including termination 
of licence 
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Exhibit 11 A rational licensing model for India: the Singapore moo 


1 No weightage is given to licence fee in tender evaluation 
process 

2 Successful bidder pays initial one-time entry fee of 10 
million dollars 

3 Annual recurrent fee of audited turnover subject to 
minimum of 1 million dollars (in year one, 2 million 
dollars in year two, 3 million dollars in year three, 
similar to the India metro model) 

4 Weightage for winning tender 


■ strategic plan 7.5% 

■ business plans 12.5% 

■ effective roll-out plan 30% 

■ technical support 10% 

■ relevant experience 10% 


5 Advantages for Indian tender process 

■ linkage to real, not projected, future earnings 

■ no pre-specified percentage revenue bid but specified 
by government based on revenue potential, demand 
expectations, etc. 

■ prevent overbidding of licence fee / revenue share 
since selection is based on non-financial parameters 

■ no linkage to reserve price / net present value 

■ no relation to net worth 
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Exhibit 12 Governments correlate market size and level of 
competition: international precedents 


Country Structure 


Indonesia 


Malaysia 


Australia 


Incumbent national 
(Telekom) and international 
(Indosat) partially privatized 
in 1994 and 1995; five 
regional joint operating 
monopolies-one per region 
-toexpand local netwrork 


Too many licences issued ■ 
six fixed, six mobile, five 
providing international 
gateways 


New Zealand 


Duopoly established until 
July 1997 to allow Optus, 
competing carrier, to build 
market share and experience 
before entry of new opera¬ 
tors; Austel, the regulatory 
body, allowed required time 
to build up regulatory 
expertise 

Small market size led to 
limited entry; duopoly 
structure despite open 
competition policy 


As of 1997, Indonesia was the 
third largest growing network in 
the Asia-Pacific region 
‘Indonesia's managed approach 
to telecommunications reform has 
resulted in fewer regulatory 
problems and delays than other 
countries’(ITU 1997) 

Government called for industry 
consolidation to 
■ minimize duplication of 
resources and excess capacity 
» optimize network utilization 
B reduce foreign exchange losses 
‘We do not believe the local 
telecom market can support all 
the existing operators...As such, 
we believe that a shake-up is 
inevitable and necessary before 
the industry stabilizes' (UBS 
1997) 

Incumbent operator, Telstra, 
reported highest ever profits in 
1996 despite fourto five years of 
competition and revenues grew by 
over 25% since competition 
introduced despite shared market 
with new entrant 


Incumbent operator, Telecom New 
Zealand, reported highest ever 
profits in 1996 despite four to five 
years of competition and revenues 
grew by over 25% since competi¬ 
tion introduced despite shared 
market with new entrant 
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Exhibit 13 Merits of the managed transition model 


1 Brings significant advantages to government, private 
sector, and consumers 

2 Higher public firm valuation - governments receive larger 
revenues from sale of shares of corporatized firms 

3 The DoT will maintain significant market share and 
revenue base 

4 Early positive cash flows brings early revenue share to 
government 

5 High entry free satisfies government’s immediate 
revenue concerns 

6 Quicker potential returns makes markets more attractive 
to potential investors 

7 Companies can achieve greater economies of scale and 
scope 

8 Reduced network costs translated into lower prices for 
consumers 

9 Companies’ access to capital improves 

10 Efficient allocation of scarce funds for which there is 
competition in the global market 

11 Realistic and robust business plans result in financial 
closure and improved project viability 


Exhibit 14 Free for all regime: pitfalls 


1 Ineffective utilization of resources 

2 Firms will be forced to price their services higher and 
this will lead to contracted market 

3 Many players in the market will lead to 

■ reduced market share 

■ cut-throat competition 

■ bankruptcies 

® wasted networks 

4 Excessive licensing is viewed as a significant problem for 
the regulator in newly liberalizing markets (ITU 1997) 
(e.g., Australia, The Philippines, Bangladesh, Malaysia) 

5 Excessive licensing in various developing countries has 
led to significant 

■ funding and financial difficulties 

■ poor service to customers (Lehman Brothers 1998) 
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Exhibit 15 Financial options -1 


1 Conservative debt:equity norms 

2 Existing licence fees 

3 Access to Indian capital markets 

4 Limited hedging options and basket of instruments 

Foreign dominance over telecom business 


Exhibit 16 Financial options - II 


1 Access to high yield debt 
■5 + 7 years 

■ interest not payable in 0-5 years 

■ refinancing allowed at premium 

■ redemption through IPO (initial public offering) 

2 Enhance upside through warrants 

3 Hedge through options 


Exhibit 17 Instrument: equity 


Structure 

1 Direct equity through an SPV (special purpose vehicle) 
overseas. Equity is invested by vendors, strategic investors, 
and operating partner 
■ Security 

• Normally unsecured. However, there are restrictive 
covenants for management of the company 

• Put option to offload the equity back to promoters 
or sell it back to the operating company after 
company achieves certain milestones. 

• Right to take the company public 
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Exhibit 18 Other instruments 


Instrument 

Structure 

Security 

Senior debt from FIs 
(financial institutions) 

A long-term facility (10-12 
years), with moratorium on 
interest and principal 
repayment for about five 
years to take care of the 
cash deficit and capex 
requirement during the 
construction phase 

Pari passu charge with all 
other senior lenders on all 
assets and a legal pledge 
of 51% shares and also the 
assignment of licence 
wherever applicable. This is 
without recourse to the 
sponsors; contingent equity 
to cover revenue deficits and 
project cost overruns 

Subordinated debt 

A long-term debt (10-12 
years) with higher coupon 
rate than the senior debt 

The same as that of senior 
debt; however, the 
servicing of the debt is 
after the servicing of the 
senior debt 

Structured guarantee 

Guarantee by the FIs for 
the servicing of the debt. 

The debt is to be raised 
against this guarantee 
from various domestic 
banks and institutions 

Same as that for senior 

debt 

High-yield bonds 

Senior secured notes with 
maturity of 10-12 years; 
interest payment in kind for 
fourto five years if the project 
cash flows do not permit 
such payments in the initial 
years; call option with issuer 
for replacement of high-yield 
debt with cheaper finance; 
warrants to give right to 
buy equity shares in the 
company 

The security is same as that 
for senior debt with certain 
privileges and options to 
the bond holders; equity 
call-back 

Cumulative exchange¬ 
able preferred stock 

The dividend on these 
shares accumulates oris 
paid in kind through 
issuance of more stock 

Same as previous one with 
same redemption privileges 
and put rights 
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Exhibit 19 ^ different approach 


1 Business layer 

2 Service layer 

3 Network layer 

4 Network element layer 
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Exhibit 1 Today's main focus 


1 Factor cost advantage 

2 Natural resources advantages 

3 Price competition 

4 Focus on market share not market growth 

5 Short-term view 

a high uncertainty (politics) 
a high interest rates 

6 Mainly rent instead of efficiency seeking 


Exhibit 2 Tomorrow's regulation 


1 Stress on soft assets and quality infrastructure and 
strong institutions 

2 Shift from access to conduct regulation 

3 Position operators as facilitators instead of cash cow^ 
(license conditions) 


Exhibit 3 Future business in India 


1 Strategy of making choices instead of opportunism 

2 Focus on strength and differentiation 

3 Asset building instead of trading 

4 From capex and working capital to brand and product/ 
process investment 

5 Outpace competition on cost and differentiation with 
good segmentation 
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Figure 1 New Telecom Policy 1999: factors 

Note COM - Cellular Operators Association of India; DoT- Department of Telecommu¬ 
nications; MoF - Ministry of Finance; NTP’99 - New Telecom Policy 1999 
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Transition to a liberalized environment: experiences and 
issues in regulation 395-408 


The ACCC (Australian Competition and Consumer Commis¬ 
sion) assumed the primary role for competition and economic 
regulation in telecommunications markets from 1 July 1997. 

The ACCC’s responsibilities are primarily centred on 
enhanced competition powers under Part XIB of the Trade 
Practices Act, and access regime under Part XIC of the Act. 

The ACCC ensures competition in telecommunications by 
(1) outlining the commission’s powers and functions relating 
to telecommunications^ (2) describing the commission’s 
approach to administering competition and access issues with 
reference to recent and ongoing matters; and (3) noting the 
continuing need for self-regulation of the industry if the full 
benefits of open competition are to be achieved. 

Under Section 151AK of theTPA (Trade Practices Act) 1974, 
carriers and carriage service providers are prohibited from 
engaging in anti-competitive conduct. This prohibition is 
known as the competition rule. There are two circumstances 
in which a carrier or carriage service provider is said to 
engage in anti-competitive conduct 

1 where a carrier or service provider with a substantial 
degree of power in a telecommunications market takes 
advantage of the power with the effect or likely effect of 
substantially lessening competition in that or any other 
telecommunications market (Section 151AJ[2]) 

2 where it engages in conduct in contravention of sections 
45, 45B, 46, 47, or 48 of the TPA and the conduct relates 
to a telecommunications market (Section 151AJ[3]). 

If the ACCC determines that a specified carrier or carriage 
service provider has contravened the competition rule, it may 
issue a competition notice. The ACCC may also, without 
issuing a competition notice, seek injunctions in the Federal 
Court in relation to conduct what constitutes or would consti¬ 
tute a breach of the competition rule (Section 151AC[1]) of 
the TPA. 


396 

Issue of a 
competition 
notice 


Initiating 
investigations: 
the ACCC's 
approach 


Allan Asher 1999 


In deciding whether to issue a competition notice, the ACCC 
must refer to the guidelines for issuing competition notice, 
which it produced in June 1997 after discussion with the 
industry. In addition to the guidelines, which list discretionary 
matters, the ACCC must take into account the draft informa¬ 
tion paper it has released, entitled ‘Anti-competitive Conduct 
in Telecommunications Markets’. This paper is designed to 
inform the industry of the approach that the ACCC will 
usually take in analysing allegations of anti-competitive con¬ 
duct in telecommunications markets. The ACCC has been 
considering the views of the industry and others, and will 
shortly issue a further version of this document. 

Significant consequences arise from the issue of a competi¬ 
tion notice. The legislation provides that a competition notice 
will be taken as prima facie evidence of the matters in the 
notice. If the Federal Court is satisfied that a person has 
contravened the competition rule, it may make orders includ¬ 
ing pecuniary penalties up to 10 million dollars^ in fines plus 
1 million dollars per day for continuing breaches following 
the issue of the competition notice. In addition, once a notice 
has been issued, private parties may seek injunctions, dam¬ 
ages, information disclosure, or corrective advertising for 
breaches of the competition rule. 

The ACCC commences an investigation into potentially anti¬ 
competitive conduct (or monitors conduct which is, for 
example, inherently capable of being anti-competitive) when¬ 
ever the commission considers such action to be in keeping 
with the Act’s objective of enhancing the welfare of Austral¬ 
ians through the promotion of competition and fair trading 
and provision of consumer protection. For example, the 
ACCC may commence an investigation under a number of 
circumstances including 
® following a complaint by any person 

« where indicated by matters arising from an investigation of 
any person (including a carrier or carriage service provider) 
as part of the ACCC’s performance of its duties (e.g., in 
response to information obtained in the process of adminis¬ 
tering, information-gathering provisions such as tariff-filing 
directions or record-keeping rules) 

® where the ACCC obtains information which suggests that a 
contravention of the competition rule may have occurred, 
or is occurring by other means (e.g., media reports). 


' Dollars in this paper refer to Australian dollars. 
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The ACCC's 
experience in 
applying 
Part XIB 


The 

competition 

notice 

guideiines 


The ACCC seeks to monitor developments in the industry 
to assess the need for intervention under Parts XIB and XIC, 
as well as other provisions of the TPA. However, that should 
not be at the expense of an active role by the industry in the 
development of a progressive telecommunications market in 
which competitive forces drive innovation, investment, and 
provision of quality services. 

The ACCC has investigated a number of matters under Part 
XIB of the TPA. In all of these matters, the commission has 
found that it had (or currently has) a reason to suspect that 
contravention of the competition rule has occurred. However, 
to date, in none of these matters after full investigation has 
the ACCC determined that there was a contravention of the 
Act. Without a contravention of the Act, the ACCC does not 
even get to the discretionary step of deciding whether to issue 
a competition notice. 

Perceptions apparently held by industry that the ACCC is 
being cautious in using the competition notice power or that 
it will only issue a notice when it has a cast-iron case maybe 
understandable, but are misconceived. To quote from the 
Information Paper which, while considering issues of proce¬ 
dural fairness and natural justice, noted 

This does not Mean that the Commission will necessavily 
wait until it has admissible evidence sufficient to con¬ 
vince the Federal Court of a contravention before issuing 
a notice. Rather, the Commission will make the decision 
whether to issue a notice, after giving proper, genuine 
and realistic consideration to the merits of the case. 

These guidelines reflect the discretionary factors the ACCC 
takes into account in deciding whether or not to issue a notice 
once it decides that a contravention has taken place. They are 
based on the commission’s policy goals as listed below. ^ 

0 Compliance with the competition rule (and other provi¬ 
sions of the Act) and, in particular, the cessation of anti¬ 
competitive conduct. . 

« Improvement in market conduct, generally by carriers and 

carriage service providers. 

® The protection of consumers from the adverse effects oi 
anti-competitive conduct, and informing the community 
about the operation of the Act in telecommunications 
markets and its implications for business and consumers. 

0 Efficient and effective use of the ACCC’s resources. 
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Compliance 
with the 
competition 
rule 


Improvement 
in market 
conduct 


Protection of 
consumers 


Positive factors 

H Whether the ACCC is likely to enforce the competition rnle 
by seeking a pecuniary penalty or commencing other pro¬ 
ceedings, in the event that the competition notice is issued 
and the subject of the competition notice does not cease 
the anti-competitive conduct. 

H Whether any person has informed the ACCC of an alleged 
claim for loss or damage by anti-competitive conduct, or of 
an intention to seek an injunction under section 151CA in 
relation to the anti-competitive conduct or the ACCC 
otherwise considers that any person is likely to institute 
such action, given that a failure to issue a competition 
notice with respect to that anti-competitive conduct could 
unreasonably prevent that person from having that claim 
heard before, or seeking that injunction from the court. 

■ Whether the issue of a competition notice may dissuade or 
deter carriers or carriage service providers other than the 
target of the notice from engaging in anti-competitive 
conduct. 

Negative factor 

® Whether the carrier or carriage service provider has already 
ceased engaging in the anti-competitive conduct and the 
ACCC considers the conduct is not likely to recur, and 
considers there is no benefit to the participants in the indus¬ 
try, consumers, or the community, in issuing a competition 
notice in response to the past anti-competitive conduct. 

Positive factor 

■ Whether the issuance of the competition notice serves to 
signal the ACCC’s approach to anti-competitive conducts 
to participants in telecommunications markets, thereby 
providing greater regulatory certainty to those participants. 

Negative factor 

■ Whether the anti-competitive conduct is an inconsequential 
contravention of the competition rule. 

Positive factors 

® Whether the anti-competitive conduct has an adverse 
impact on consumers. In assessing the impact of anti¬ 
competitive conduct on consumer welfare, the ACCC will 
examine the long-term effects of that conduct. 

■ Whether making the details of anti-competitive conduct 
public by means of the entry of the notice on the Register 
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Efficient use 
of resources 


Part XIB case 
studies 


will serve to warn consumers of, or protect consumers 
from, the adverse impact of that conduct. 

Positive factors 

H Whether the reasons for issuing the competition notice are 
not inconsistent with the ACCC’s publicly stated ap¬ 
proaches to administering other provisions of the Act (such 
as Part IV of the Act). 

■ Whether, in the ACCC’s view, any likely benefits to the 
participants in the industry, consumers, or the community 
outweigh the costs of deciding to issue, and issuing, that 
notice. The ACCC notes that, as a general rule, deciding 
whether to issue a competition notice and issuing that 
notice are likely to cost less than (for example) the prepara¬ 
tion and commencement of proceedings under Part IV and 
VI of the Act. 


Negative factor 

H Whether the outcomes identified by each of the three 
previous headings could be more expeditiously and effec¬ 
tively secured by taking action under another provision of 
the Act or by taking some other action. 

The guidelines note that in most cases, where it investigates 
anti-competitive conduct and forms the view that the conduct 
is taking, or has taken place, issuing a competition notice is 
an appropriate and positive step to achieving policy goals. 


SDN Data Services 

Recently, the ACCC investigated complaints from service 
iroviders that they faced shortages or complete loss of supply 
)f connections between their networks and their customer s 
iremises over the Telstra ISDN (Integrated Services Digital 
'Network) and that Telstra proposed to drastically increase the 
jrice of ISDN access to its competitors. 

This investigation involved Telstra’s decision to propes- 
iively withdraw the XSPCs (ISDN calls with a fixed charge, 
ilso known as ‘semi-permanent circuits’) and replace them 
vith a Telstra product known as Onramp Xpress. This v\ i 
Irawal of one product and replacing it with another o a 
product that is a vital input to competitors - was perceive 
the ACCC to be done in a manner which could have signi i- 
cantly harmed competition. The XSPCs became progressively 
more difficult for competitors to obtain and delays >“ t 
launch of Onramp Xpress meant that no alternauve Telstra 
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products were available at comparable prices. Telstra had an 
alternative access technology and was not generally affected 
by the shortages of supply via ISDN access services. 

If the resultant squeeze had continued, it could have led to 
competitors being unable to access services which are needed 
to connect new customers, and prices for the new service were 
40% higher over short distances than those previously in¬ 
curred by competitors for obtaining the XSPCs. 

After the commission made Telstra aware of its concern, 
including the possibility of issuing a competition notice, 

Telstra spent 3.5 million dollars on infrastructure to supply 
the XSPCs prior to the release of Onramp Xpress in areas 
where Onramp Xpress was not yet available; and launched a 
second phase trial for Onramp Xpress with considerably 
reduced capped pricing and ultimately released final pricing 
details for that product. Those final prices are considerably 
lower than initial trial prices. 

The ACCC ultimately determined that while Telstra had 
taken advantage of market power within the market for access 
services to data markets, such conduct had not substantially 
lessened competition. Price and supply squeezes in those 
markets had had an effect upon competition, but given their 
extent and duration the effect had not been substantial. 

This was largely due to the remedial action taken by Telstra 
once it became aware of the ACCC’s investigation. Remedial 
action does not on every occasion lead to substantial lessening 
of competition. If each of the other elements of a contraven¬ 
tion of the competition rule is present, it is for the ACCC to 
decide in each case what the effect of the conduct is upon 
competition. Issues with regard to product migration are 
likely to continue to be of concern to the ACCC in the future. 

Internet access and interconnection arrangements 
Telstra charges a retail tariff for anyone connecting to the Big 
Pond Internet Backbone. The tariff consists of connection and 
download charges. For connections over 1 mega byte per 
second capacity, the download charge is 19 cents per mega 
byte irrespective of the source of the traffic, and so has 
greatest impact on other backbone providers who thereby 
aggregate traffic volumes. This acts as a barrier to becoming a 
large lAP (Internet access provider). The lAPs have 
complained that 

® the 19-cent download price is anti-competitive because it 
bundles domestic Internet traffic with international traffic 
forcing domestic users to subsidize Telstra’s international 
traffic 
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■ as it is not a reciprocal arrangementj the lAPs are forced to 
subsidize the Big Pond backbone costs without receiving 
any offset to their own backbone costs and 
® lower prices for connections of 64 kilo bytes per second capac¬ 
ity are a disincentive for the growth of the backbone business. 

The ACCC found that conduct relating to bundling and 
the pricing of 64 kilo bytes per second connections did not 
breach the competition rule because these are the issues 
regarding market power and resulted in no substantial lessen¬ 
ing of competition. Competitors responded by introducing 
unbundled pricing of their own and lower pricing than Telstra 
to maintain or increase market share. 

The ACCC has not yet decided whether Telstra’s refusal to 
negotiate arrangements for reciprocal Internet interconnec¬ 
tion breaches the Act. The ACCC has continued to closely 
monitor the progress of negotiations between parties in the 
industry to ensure that there are no constructive refusals 
regarding dealing by any party which may have market power. 
Reciprocal arrangements which recognize the value of content 
from other networks are the key to the resolution of this issue. 
When Telstra released a credit settlement plan that was funda¬ 
mentally a wholesale discount plan, the ACCC was quick to 
reject it as a complete solution to the issue. The ACCC 
recently elicited from Telstra its criteria for the negotiation of 
reciprocity agreements and a commitment to additional 
resources devoted to negotiations. This matter will continue 
to be under very close scrutiny. 


Internet dialup charging 

The ACCC investigated the matter when dialup subscribers 
to ISPs (Internet service providers) reported that they were 
finding their telephone bills quadrupling in some cases, 
mainly due to extremely short duration calls to the ISP 
number. Some ISPs and customers are alleging that many ot 
the calls are actually for engaged signals. Telstra beheves that 
the problem is because of equipment faults at the ip end. 
Telstra commissioned an independent network audit to deter¬ 
mine the source of the problem. The audit will be performed 
by Price Waterhouse who will report to a working group 
consisting of Telstra, the ACCC, the Telecommunications 
Industry Ombudsman, and the Internet industry of Australia. 


riiuiiCMway j . 

The ACCC has also been looking at prepaid phone card 
services. It is alleged that Telstra is able to maintain the price 


Transition to a liberalized environment 395-408 



402 Allan Asher 1999 


Part XIC; 

access 

provisions 


of the local call component of its prepaid phone card product, 
PhoneAway, lower than that offered by its competitors, by 
keeping the cost of the input services used by its competitors 
relatively high. 

The question facing the ACCC is whether substantial 
power in the market for inbound services, particularly 1800 
services, gives Telstra the power to control the costs and 
revenues of its competitors, and thereby ‘squeeze’ their possi¬ 
ble margins. 

The ACCC’s preliminary view is that the market for phone 
card services is competitive, with a dozen or so players, some 
with significant market share and a few offering low-priced 
local calls to their customers. Indeed, some of the complain¬ 
ants’ market position may even have improved since the 
alleged conduct began. Despite the fact that the local call 
component of these services does not appear to be an impor¬ 
tant part of the product from an end-user perspective and is 
not highlighted in promotional material, inquiries into the 
extent to which Telstra’s pricing of such calls relies on its 
market power continue. Further information about the competi¬ 
tive impact of this conduct has been sought from market players. 

The access provisions in Part XIC and conduct provisions in 
Part XIB are regarded by the ACCC as complementary tools 
that can act to reinforce the ACCC’s powers, rather than 
separate regulatory mechanisms for addressing market con¬ 
cerns. The commission does not consider that there is any 
ground for dividing actions which potentially undermine the 
competitive process into ‘conduct’ issues (to be dealt with by 
Part XIB) and ‘access’ issues (to be dealt with under part 
XIC). Whether the conduct occurs during or in relation to the 
supply or acquisition of a service which also is, or is eligible 
to be, a declared service under Part XIC is not relevant to the 
question of whether a carrier or carriage service provider has 
engaged in anti-competitive conduct. 

Under some circumstances, a competition notice may be 
the most effective response to anti-competitive conduct. In 
other situations, operation of the access regime may be more 
effective. There are also some circumstances where both a 
competition notice and action under part XIC may be re¬ 
quired - for example, where the competition notice addresses 
the short-term anti-competitive impact of the impugned 
conduct, and the access regime is best equipped to determine 
a long-term solution. 

The ACCC considers that the most fundamental competi¬ 
tion issue at stake is to ensure that there is effective regulation 
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of access by new entrants to the access provider’s network. In 
the telecommunications industry, the access provider has 
substantial advantage over new entrants through control of 
access to key network elements; and the historical develop¬ 
ment of asymmetrical network and market information. 

Denying or impeding access to key network elements, such 
as the Customer Access Network, can constitute a barrier to 
entry and efficient competition in dependent markets (such as 
long-distance telephony services). While infrastructure dupli¬ 
cation is essentially an industry decision, the role of regula¬ 
tion is to ensure that industry’s decision about whether to roll 
out a new network is not distorted by access conditions being 
too harsh (leading to either a lessening in competition or 
wasteful duplication) or too lax (leading to inefficient use of 
existing facilities). The aim, therefore, is to ensure that deci¬ 
sions are consistent with the long-term interests of end-users. 

It is important to bear in mind that the regulated access 
regime will not apply to all telecommunications services. It 
will only apply to declared services. Declared services are 
those services which are necessary to be regulated in the long¬ 
term interests of end-users. These are considered important in 
facilitating the promotion of competition in related markets or 
for any-to-any connectivity. 

The ACCC deemed certain services as declared services in 
its Statement under the Transitional Legislation on 30 June 
1997. The ACCC issued an information paper on the public 
inquiry process which must be undertaken in certain circum¬ 
stances in relation to the declaration of telecommunications 
services^ 

The ACCC is currently developing a paper discussing the 
key test of the LTIE (long-term interest of end-users), and is 
currently assessing Telstra’s undertakings, and conducting 
public inquiries into whether certain services should be de¬ 
clared under the LTIE test. The three objectives the ACCC 
must consider while determining whether a particular thing 
promotes the LTIE are (1) promoting competition in markets 
for listed services, (2) achieving any-to-any connectivity, and 
(3) economically efficient use of, and investment in, the 
infrastructure. 

The ACCC also determined its approach to access pricing 
following the issue of guidelines on access pricing and inputs 
from the industry. It follows these principles while assessing 
undertakings and conducting arbitration. 


^'I'hese papers can be obtained either from the Canberra or Melbourne 
office of the ACCC or from its Internet home page at www.accc.gov.au. 


Transition to a liberalized environment 395-408 



404 Allan Asher 1999 


The access pricing principles, as well as the record-keeping 
rules which are being developed, are intended to reduce some 
of the information asymmetry that would otherwise exist. The 
access pricing principles are intended to guide parties in their 
access negotiations and do not attempt to specify an actual 
price based on some all-encompassing costing principle. The 
approach rather is to set certain limits on pricing behaviour 
by incumbent access providers, through specific anti-discrimi¬ 
nation and competitive parity rules, and to investigate cases 
more closely where breach of the rules is evident. The ACCC 
has made it abundantly clear to the industry that the pricing 
principles will guide its determination of pricing terms and 
conditions in an undertaking or its assessment of whether 
pricing in an access undertaking is reasonable. 

Experience in Many competition issues are structural, that is, they relate to 
applying Part access of carriers or service providers to another carrier’s 
XIC issues to network. Recent experiences in administering access issues 
date under Part XIC are mentioned below. 

Telecommunication Access Forum access code 
The ACCC has approved the access code developed by the 
TAF (Telecommunication Access Forum), which includes 
model terms and conditions for access to declared services, 
and provides a fast-track approval route for access undertak¬ 
ings that adopt this code. The code provides more certainty 
for both access providers and access seekers and eliminates 
the need for each term and condition to be individually nego¬ 
tiated. The code’s development demonstrates that the self¬ 
regulation of industry can work and has an important and 
continuing role. 

Domestic intercarrier roaming 

In September 1997, the Minister for Communications re¬ 
quested the ACCC to consider conducting an inquiry into 
whether domestic intercarrier roaming should be ‘declared’ 
under Part XIC, to provide potential bidders of the spectrum 
auction with as much certainty as possible regarding their 
ability to roam on to the existing digital networks. 

The ACCC recently conducted an inquiry into whether to 
declare services facilitating intercarrier roaming between 
existing and new digital mobile networks, that are to be 
established in the 800 MHz and the 1.8 GHz bands. Under 
Part XIC, services can be declared if they are in the LTIE. 

The ACCC has worked with interested parties and the TAF 
to establish what services could be declared. The ACCC also 
engaged a consultant for technical advice on the nature of 
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roaming and related services. Roaming, whether commercially 
negotiated or provided under the access regime as a declared 
service, will facilitate new entry in mobile communications by 
allowing customers of the new network to roam on to existing 
networks. Therefore, new entrants will be able to offer na¬ 
tional coverage before their ow-n network roll-out is com¬ 
pleted. The ACCC expects to announce its decision with 
regard to the declaration inquiry in the near future. 


Facilities access code 

Upon request from the Minister for Communications, the 
ACCC has developed a draft code of Access to Telecommuni¬ 
cations Transmission Towers, Tower Sites and Underground 
Facilities. Compliance with facilities access code is a licence 
condition for carriers. This code provides interested entrants 
into the mobile market with guidance on the processes and 
procedures for obtaining access, and encourages the co- 
location of facilities where reasonably practicable. The ACCC 
is currently assessing the public submissions received in 
response to the draft code. The code will be finalized in early 
March in order to provide the potential bidders for the gov¬ 
ernment’s spectrum auction with greater certainty. 


Genera! 
provisions of 
the Trade 
Practices Act 


In addition to the specific provisions of the TPA dealing with 
anti-competitive conduct in telecommunications markets and 
regulation of access, the other general provisions of the TPA 
also apply and play an important role in enhancing the w’el- 
fare of Australians through the promotion of competition and 
fair trading. These objectives are served through various 
provisions which prohibit not only restrictive trade practices 
but unfair trading activities such as misleading and deceptive 
conduct, and unconscionable conduct which imply certain 
warranties and conditions into consumer contracts as to 
fitness for purpose and merchantable quality. 

The general provisions for restrictive trade practices found 
in Part IV of the TPA can be seen as establishing boundaries 
between what constitutes acceptable and unacceptable market 
conduct. Subject to keeping within those boundaries, market 
participants are free to order their affairs as they see fit. 

Part IV contains various prohibitions such as dealings be¬ 
tween competitors that restrict competition, misuse of market 
power, anti-competitive exclusive dealing, resale price mainte¬ 
nance, and mergers or acquisitions of assets that substantially 
lessen competition. 

Where market participants feel at risk under those provi¬ 
sions, they can apply for authorization, with the exception of 
the prohibition against misuse of market powder (in section 
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46)3 on the grounds that the conduct results in a public 
benefit which outweighs the detriment to competition caused 
by the conduct. Exemption from provisions for exclusive 
dealing also can be achieved through a formal notification 
process which exempts the conduct until and unless the ACCC 
revokes the protection. As with a number of the decisions made 
under Parts XIB and XICj persons affected by its decisions can 
seek a review by the Australian Competition Tribunal. 

The remedies available to the ACCC under the general 
provisions include 

H penalties of 10 million dollars for companies and S500 000 
for individuals for restrictive trade practices, $200 000 for 
corporations, and $40 000 for individuals for some con¬ 
sumer protection prohibitions 

■ injunctions 

■ damages 

■ in the case of a prohibited merger, divestiture of shares or 
assets illegally acquired, or a declaration that a share trans¬ 
action is void 

■ ancillary orders of various kinds in favour of persons who 
have suffered loss or damage because of the conduct in¬ 
cluding specific performance, rescission, or variation of 
contracts, and damages. 


Other ongoing 

competition 

issues 


Number 

portability 


Number portability is basically the ability of end-users to 
change their carrier or carriage service provider and retain the 
same telephone number within the constraints of the Num¬ 
bering Plan.^ 

The provision of number portability lowers the switching 
costs (when changing to another carrier or service provider) 
thereby reducing the competitive disadvantage faced by 
alternative providers. Accordingly, the number portability 
facilitates the development of competition between carriers 
and carriage service providers in the supply of services. 

Under the Telecommunications Act 1997, the ACCC has 
statutory powers to direct the ACA (Australian Communica¬ 
tions Authority) in regard to number portability. The ACA 
cannot put rules about number portability in the Numbering 
Plan unless directed to do so by the ACCC, and any rules the 
ACA puts in the plan regarding number portability must be 
consistent with the directions by the ACCC. The Numbering 
Plan is the plan for the numbering of carriage services in 


‘This definition is similar to the definition of number portability contained 
in the Explanatory Memorandum to the Telecommunications Act, 1997. 
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Australia and the allocation and use of numbers in connection 
with the supply of such services. 

The ACCC issued directions to the ACA in September 
1997. These directions are available to the public and can be 
obtained from either the Canberra or Alelbourne offices of 
the ACCC. (The directions are also available on the ACCC’s 
Internet home page.) 

The ACCC also sought from the ACA a report on the 
technical feasibility of mobile number portability. This report 
is expected to be received in the near future. 

Industry participants are aware that the question of‘who 
pays’ for the costs of local number portability has long been a 
source of contention and was the subiect of a long and ulti¬ 
mately unresolved Austel arbitration between Telstra and 
Optus. The ACCC is in the process of developing pricing 
principles for local number portability which will aid industry 
participants in commercial negotiations and set out the prin¬ 
ciples the ACCC would apply in an arbitration. 


Assessment of 
Telstra's 
undertaking 
for 

interconnection 

prices 


The ACCC is currently assessing the prices Telstra proposed 
to charge other carriers for interconnection with its fixed-line 
and mobile phone networks. The draft undertaking by Telstra 
specified the terms and conditions for the origination and 
termination of calls on its fixed-line and GSM (global system 
for mobile communications) networks, as well as the resale of 
advanced mobile phone service calls. The undertaking covers 
a period of three years. 

The ACCC must determine whether the terms and condi¬ 
tions in the undertaking are reasonable. If accepted by the 
ACCC, the undertaking will determine the terms and condi¬ 
tions on which access seekers obtain interconnection to 
Telstra’s network, in the absence of commercial agreement 
between the parties. 

The ACCC is conducting a highly detailed cost study of the 
prices constrained within the undertaking to assess whether 
they are reasonable (as defined in the legislation) and in 
accordance with the ACCC’s access pricing principles. This 
will involve a number of tasks including 
B international benchmarking on the prices contained in the 
undertaking 

■ estimating the forward looking cost of providing PSTN 
(Public Switched Telephone Network) originating and 
terminating access in accordance with the ACCC’s access 
pricing principles 

» determining the appropriate approach to estimating the cost of 
capital in providing the services within the undertaking 
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Importance of 
industry self¬ 
regulation 


■ assessing whether the non-price terms and conditions are 

reasonable. 

The effectiveness of the ACCC’s administration of competition 
and access in telecommunications will continue to remain largely 
reliant on the continued progress of industry self-regulation. 

As the industry matures and becomes more multifaceted 
and pluralistic (in terms of number and type of networks and 
facilities), one important evolution will be the increasing 
reliance on self-regulation. This reliance applies to a variety of 
codes such as consumer and technical codes of practice 
(approved by the ACA) but is no less important with regard 
to access. In such a complex and technically detailed network 
industry as telecommunications, it is desirable to encourage 
participants who have knowledge on such matters to partici¬ 
pate in multilateral forums through which standard terms and 
conditions can be developed and applied. This is also the 
purpose of the access code provisions which allow model 
terms and conditions to be adopted in undertakings by indi¬ 
vidual carriers or carriage service providers. 

The Australian regulatory regime in telecommunications 
recognizes and provides for an increasing role for industry 
self-regulation. The work of the Australian Communications 
Industry Forum and the TAF has so far proven valuable in 
contributing towards this issue. The TAF access code has been 
a significant achievement by the industry. 

While the TAF has not been able to reach a consensus 
about making recommendations on the declaration of addi¬ 
tional services, the ACCC has been encouraged by theTAF’s 
work in putting procedures into place which enable it to play 
a useful role in specifying the services and in developing 
statements of pros and cons for declaration. The information 
has been passed on to the ACCC to become part of its assess¬ 
ment and inquiry process into declaring services. The ACCC 
has already embarked on a number of public inquiry processes 
and more are planned to commence in the very near future. 

The ACCC urges the industry to continue, and build upon, 
its work in these areas so that the full benefits of open compe¬ 
tition can be achieved. 
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Transition to a liberalized environment: experiences and 
issues in regulation 411-426 


The petroleum industry in India has been closely regulated: 
the Gol (Government of India) has subjected each link in the 
chain - E&P (exploration and production), refining, market¬ 
ing and distribution - to controls and checks. The oil crises of 
the 1970s were major drivers in prompting governments all 
over the world to intervene in the oil sector. The intervention 
was especially pronounced in oil importing countries such as 
India. As a result of the price hike, the Indian oil industry 
underwent a metamorphosis. The principle of import parity in 
pricing gave way to an APM (administered pricing mecha¬ 
nism) with an attendant command and control system. The 
need to ensure oil security led to the acquisition of foreign oil 
companies that virtually controlled the oil industry in the first 
half of this century. Notable among these were Burmah Shell, 
ESSO, Caltex, and Indo-Burmah Petroleum. The rationale 
was that on their own, markets w’ould not provide supply 
security or lead to socially desirable outcomes. 

Under the APM, all entities are assured a minimum return 
on their investments. While the ONGC (Oil and Natural Gas 
Corporation Limited) and OIL (Oil India Limited) are al¬ 
lowed a return of 15‘'o on employed capital, the downstream 
companies get 12''(j (post tax) on their net worth. 

Though there are incentives for exceeding the norms laid 
down by the OCC (Oil Coordination Committee), it is widely 
accepted that the system neither fosters innovation nor offers 
any significant incentive for efficiency. Some of the criticisms 
of the system are enumerated belowv 

■ It puts a low’ premium on innovation and efficiency. 

■ It leads to non-optimal investment decisions that are not in 
conformity w'ith market dynamics. 

■ Since the government controls product prices, political 
forces exert pressure on price levels. In the electricity 
sector, this has led to non-viability of most state electricity 
boards and in the oil sector, the result w’as an oil pool 
account deficit of 150 billion rupees. 

« With an oil-gross domestic product elasticity of more than 
unity, India has been one of the w’orld’s fastest growing oil 
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markets. Subsequent to the 1991 reforms, oil consumption 
has been growing at a rate of over six per cent. Although 
there has been a slowdown in the current year, India is still 
the fourth largest oil market in Asia with an annual con¬ 
sumption of over 85 MT (million tonnes). The growth in 
demand is expected to be robust in the next decade and 
OCC projections indicate that demand will reach 155 MT 
by 2006/07. Meeting such a demand would require massive 
investment, far beyond the scope of the public sector. This 
calls for the involvement of the private sector, both domes¬ 
tic and foreign. 

Criticism of oil sector regulation and the need to attract 
private investment has caused far-reaching changes in the 
regulation of the oil industry. The objectives of this deregula¬ 
tion are outlined below. 

■ Increase competition in the industry by allowing the entry 
of more players. Only a competitive market can spur oil 
companies to deliver value to consumers and ensure the 
international competitiveness and long-term survival of the 
Indian oil industry. 

■ Attract private capital which, in turn, requires that market 
forces be allowed to operate freely. 

■ Remove constraints on economic pricing of products and 
services to enable the industry to earn a reasonable return 
on investment. 

It should be noted that India was not alone in introducing 
these reforms. Deregulation has swept the oil sector around 
the world. 

To kick-start the deregulation process in the petroleum 
industry, the Gol appointed the R Group with experts drawn 
from the government and the private sector. The R Group 
suggested major policy changes in its report submitted in 
1996. The recommendations included the dismantling of the 
APM and tariff reforms. The government accepted these 
recommendations and took a series of measures over the last 
two years, which have changed the regulatory framework 
drastically. The notification brought out by the government in 
November 1997 announcing the phased dismantling of the 
APM from April 1998 was of special importance. The notifi¬ 
cation had the following features. 

■ Fixed time frame (four years) for dismantling the APM 

■ Linking the price for domestic crude oil to the international 
price 

■ Abolishing the retention price for refineries 
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Exploration 

and 

production 


® Ex-refmery price of controlled products to be fixed bv the 

occ 

® Adjusted import parity for existing refineries 
® Tariff adjusted import parity for new refineries 
® Decontrolled products-refmeries free to set prices 
® Rationalization of customs duty on crude oil and products 

to provide protection to refineries 
» Marketing rights for new players, subject to conditions 
® Reduction of subsidies on kerosene and LPG (liquefied 

petroleum gas) 

a Establishment of a regulatory body 

The rationale for and the nature of the reforms introduced 
in the upstream and downstream petroleum sectors and the 
natural gas sector are discussed below. 

The widening gap between domestic production and consump¬ 
tion has put a serious strain on the Indian economy with the 
import bill rising over the years to 260 billion rupees m 1997/98. 
Keeping this in view, the Go! has taken several initiatives to 
increase the pace of exploration and secure increasing partici¬ 
pation of the private sector. India has around 3.14 million km* 
of sedimentary area in 26 basins. Only one-third of this area 
has been explored so far, that too moderately. Of late, efforts 
have been made by the national oil companies and the DGH 
(Directorate General of Hydrocarbons) to open up the unex¬ 
plored areas by upgrading seismic data. The DGH has been 
able to cover 0.4 million km* during the last two years 
through the joint venture speculative survey programme. The 
DGH has also covered 1.3 million km* of offshore areas up to 
a depth of 3000 m by satellite gravity surveys. 

To supplement the exploration done by the two national oil 
companies, the government has been regularly inviting private 
sector offers for exploration in notified blocks. Starting in 
1979, there have been nine rounds of such offers. In the 
1990s, a round was being offered every six months. The 
government also offered a few small- and medium-sized fields 
for development by private parties. So far, 32 exploration 
blocks and 30 discovered fields have been awarded for explo¬ 
ration and development. A few more contracts may be signed 
soon. Production of crude oil from private / joint venture 
fields has exceeded 3 MT; around 7 million cubic metres per 
day ot gas is also being produced. The investment attracted 
into this sector has exceeded 1 billion dollars. 

These achievements have, however, fallen short of expecta¬ 
tions partly because of factors beyond the control of the 
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government such as low international price of oil. But the 
government was blamed for the delays associated with the 
process of finalization of the production-sharing contracts and 
subsequent delays in various approvals required by the private 
operators including the exploration licensees. The government 
has not yet concluded the crude sales agreements with the 
signatories of production-sharing contracts signed three to 
four years back. 

The government has now further liberalized the terms of 
offer for exploration blocks by unveiling the NELP (New 
Exploration Licensing Policy). Recently, 48 blocks including 
38 offshore blocks, of which 12 are deep-sea blocks, were 
offered under this policy. Apart from better terms offered to 
bidders, an outstanding feature of the new policy is that it 
offers a level playing field to the national oil companies and 
private operators. The ONGC and OIL will, henceforth, have 
to bid for blocks instead of being awarded blocks on nomina¬ 
tion and would have to relinquish them under specified condi¬ 
tions applicable to all. The new terms offered by the 
government include the following. 

» The possibility of seismic option in the first phase of the 

exploration period 

■ No minimum expenditure commitment during the explora¬ 
tion period 

■ No signature, production, or discovery bonus 

■ No mandatory state participation 

■ No carried interest by the national oil companies 

• Income tax holiday for seven years from start of commer¬ 
cial production 

• No customs duty on imports required for petroleum 
operations 

• Biddable cost recovery limit up to 100% 

Option to amortize exploration and drilling expenditures 
over a period of 10 years from the first commercial 
production 

Sharing of profit petroleum, based on pre-tax investment 
multiple achieved by the contractor and biddable 

• Royalty from on-land areas payable at the rate of 12.5% 
for crude oil and 10% for natural gas. For offshore areas, 
it is payable at 10% for both oil and natural gas. Royalty 
for discoveries in deep water areas beyond 400 m isobath 
will be chargeable at half the applicable rate for offshore 
areas for the first seven years of commercial production. 

• Fiscal stability provision in the contract 

• Freedom to the contractor for marketing oil and gas in 
the domestic market 
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• Provision for assignment 

• Conciliation and Arbitration Act, 1996 based on 
UNCITRAL shall be applicable 

• A petroleum tax guide compiled for the benefit of bidders 

While these attractive terms would be welcome by all, the 
prospectiveness of the blocks on offer is not high enough to 
get the desired response. The speed with which the bids are 
now processed and the assistance extended by the DGH and 
the MoPNG (Ministry of Petroleum and Natural Gas) will be 
the crucial determinants in the future success in this effort. 

The legal framework of regulation of E&P of oil and gas is 
provided by the Oilfields (Development and Regulation) Act, 
1948 and the Petroleum and Natural Gas Rules, 1959.These 
provide the powers to grant licences for E&P, charging of 
royalty, etc. The above Act was recently amended to enable 
the government to introduce the HELP. 

The DGH was set up by the government in 1993 with the 
objective of 

■ ensuring correct reservoir management practices 

■ reviewing and monitoring exploratory programmes and 

development plans of national oil companies and private 

companies 

■ monitoring production and optimal exploitation of gas fields. 

Such functions can be effectively performed by the DGH 
only if it derives its authority from the law. As such, the gov¬ 
ernment is reportedly considering the conversion of the DGH 
into a statutory authority. This needs to be e.xpedited. The 
DGH has to combine regulation with promotion of private 
efforts in E&P. This is important as government regulation 
involves a large number of agencies and private investors that 
need a single point of reference to solve their problems. This 
will make the job of the DGH difficult and delicate. 


^fining and 
arketing 


The downstream sector is regulated mainly by the Indian 
Petroleum Act and a number of control orders passed by the 
government under the Essential Commodities Act. The OCC, 
under the administrative control of the MoPNG, currently 
performs the function of planner, coordinator, adviser, and 
regulator in the dowmstream petroleum sector. During and 
after the dismantling of the APM, there will be a need for a 
statutory regulator to undertake these functions for both the 
public and private sector oil companies till the market be¬ 
comes fully competitive. The government has assigned to 
TERI the task of drafting a legal framework for the regulation 
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of the downstream petroleum sector after decontrol by the 
government. A draft prepared by TERI is now under consid¬ 
eration at the MoPNG. 

The transition to a fully deregulated and competitive oil 
industry cannot be made in a day. Though a short transition 
period would help in mobilizing investments quickly, the 
sharp rise in prices will reduce the political acceptability of 
the reforms. The R Group recommended a transition period 
of six years. The government, however, opted for a four-year 
transition period (1998-2002). 

Another issue is the sequencing of reforms. The Gol has 
thrown open refining while keeping substantial control over 
marketing. Only those who have invested 20 billion rupees in 
refineries or are producing at least 3 MT of crude oil annually 
are eligible to have marketing outlets for controlled products 
(motor spirit and high speed diesel). A greater deregulation in 
the marketing sector is essential for a fully competitive market 
to operate. Besides, a simultaneous opening up of the two 
sectors could stimulate investment in refineries. 

While designing a regulatory system consistent with decon¬ 
trol, the country’s level of poverty, its large geographical 
expanse, and ecological diversity have to be considered. A 
reform that is seen to be pro-rich or anti-poor will not be 
acceptable. The economically deprived sections and people 
living in far-flung regions may continue to need subsidies on 
essential products like kerosene and diesel. If cross-subsidies 
are to be removed, alternatives must be found. 

A removal of controls in today’s regulatory environment 
would imply free sourcing of crude oil, independent determi¬ 
nation of the crude slate and product pattern, removal of 
marketing and distribution controls, dismantling of sales plan 
entitlements, decontrolling of refining and marketing margins, 
and resellers’ commissions. In such a scenario, the down¬ 
stream hydrocarbon sector would be largely shaped by market 
forces. The role of a regulatory body would be quite limited 
and restricted to enabling provisions allowing the regulator to 

■ monitor the movement of prices and prevent the formation 
of cartels 

■ facilitate the supply of petroleum products to all areas of 
the country, including remote and disadvantaged areas 

■ ensure compliance with strategic obligations and safety, 
health, and environmental concerns 

■ provide a quasi-judicial dispute settlement mechanism 

■ facilitate the operationalization of government policy, as 
required 

■ intervene in times of national and international emergen¬ 
cies 
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® be fully informed about the state of the oil industry through 
the collection of complete data. 

Apart from the above, regulation would be automatic and 
driven by the forces of competition. However, the various 
infrastructure bottlenecks in the import, transportation, refining, 
and marketing of products that come in the way of efficient 
market functioning need to be recognized. Till these bottle¬ 
necks are removed, the regulator would be managing the 
transition to a fully deregulated industry. The role of the regula¬ 
tor in the transition period and thereafter is discussed below. 

Licensing of Different countries have adopted different approval proce- 
refinery dures for expansions and grass-roots projects. In Japan and 
capacity Thailand, expansions do not require any approval. New 

capacity in Japan is subject to a licence, while in Thailand new 
capacity can be set up only in the joint sector. In India, refin¬ 
eries need a licence that is granted after the government 
satisfies itself that the refinery is required and viable. In the 
case of public sector refineries, such examination becomes 
detailed and time-consuming. 

One option is to continue the present licensing procedure. 
The other option is to require only that the regulator be inti¬ 
mated and make the grant of a license more or less automatic. 
Since refineries involve large investments, the proposals are 
expected to be appraised by financial institutions with little 
need for any other authority to look into the feasibility of the 
project. This would have the advantage of reducing delay and 
discrimination in licensing. The regulator may also be charged 
with the responsibility of monitoring the progress of licensed 
projects and rendering assistance to these projects, as feasible. 

Sourcing of At present, the IOC (Indian Oil Corporation) is the sole 
crude imports canalizing agency for crude imports for public sector refiner¬ 
ies. The OCC makes estimates of product demand and do¬ 
mestic production. The import requirements projected by the 
OCC have to be approved by the government before imports 
are made. The allocation of the imported crude to refineries is 
supervised by the OCC. Under the reforms initiated w.e.f. 
April 1998, joint sector and private sector refineries have been 
given the freedom to import crude for their own use. 

Internationally, refiners are allowed unrestricted import o 
crude, subject to meeting environmental standards. This is 
important for refiners as their profitability depends critically 
on the crude price. In a market where the price changes daily 
and unpredictably, autonomy in purchase decisions can help 
reduce costs substantially. The refiners can also use hedging 
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Sourcing of 
products 


Strategic 

petroleum 

reserves 


Refinery 
production 
pattern and 
ex-refinery 
pricing 

Inland 
movement of 
products 


instruments offered by the future markets to protect them¬ 
selves. There is, thus, a case for extending the freedom to 
import crude to the public sector refineries also. The trade-off 
is that the price advantage of bulk purchases, if any, would 
have to be given up. 

As in the case of crude imports, all marketers and consumers 
could be allowed to import petroleum products. This is the 
practice internationally and would be in keeping with the 
progressive decanalization of product imports allowed by the 
Gol in the 1990s. The government has already allowed private 
import of many important products such as naphtha, low 
sulphur heavy stock, LPG, and kerosene. The import of these 
products, notably LPG, has attracted a sizeable investment 
from the private sector. The competition among importers has 
benefited consumers by bringing the prices down through the 
import of higher-sized parcels. 

The government recently announced the decision to build up 
a strategic reserve of 45 days’ imports in addition to opera¬ 
tional stocks covering 21 days’ consumption. This decision 
will be welcome all over the world as India, with a large and 
growing requirement for imports, could affect the oil price in 
a crisis. However, a host of issues need to be addressed if opti¬ 
mum benefit is to be derived from these stocks. These would 
include the size of the emergency reserve, the kind of storage 
to be used, the drawdown rate to be designed, the proportion 
to be held as crude or as products, and the composition of the 
product basket. Then, there is the most important question of 
financing the stockholding. For the successful involvement of 
the private sector in holding and utilization of stock, the 
government has to arm itself with the necessary legal powers. 
There are many arrangements and legal instruments in use in 
the countries that have built up strategic reserves. 

As the ex-refinery prices move towards import parity, the 
refineries choose the product mix that optimizes the value 
added. The refineries need full freedom to select the product 
mix and the present system of coordination by the OCC may 
have to be discontinued even for public sector refineries. 

The OCC has the responsibility to move products to the 
consuming centres from the refineries and import points. This 
is accomplished through the supply plans drawn up every 
month. To what extent will the market be able to bring about 
the same result? Would it reach products to remote and poor 
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regions as per the requirement? This is an important question 
and the regulatory system will have to tackle this problem 
successfully. Product pipelines will be important in the overall 
movement of products in the future. The regulatory powers in 
respect of pipelines must be clearly defined. 

Marketing Oil marketing companies need full freedom in setting up their 
set-up dealership network and fixing the dealers’ commissions and the 
selling price of the products. However, this assumes a fair degree 
of competition. The regulator wnll need powers to intervene 
during the transition period if prices are hiked unreasonably 
following a local disruption in supplies. This w’ould need a 
careful definition of what is reasonable and what is not. 


Safety Compliance with the existing rules and regulations concern- 
concerns ing safe storage and handling of petroleum products is now 

enforced by the Chief Controller of Explosives. Guidelines are 
laid down by the Oil Industry Safety Directorate for safety in 
plants, equipment, and facilities. Public sector oil companies 
follow these guidelines voluntarily. It is obvious that these 
guidelines need the backing of law if they have to be enforced 
on private oil companies, A single agency could be entrusted 
with this work to avoid coordination problems and conflicts. 


Structure of 
the regulatory 
authority 


The following important issues must be resolved while laying 

down the structure of the regulatory authority. 

« Should the regulatory body be a single-member or a multi¬ 
member body? There are obvious advantages and disadvan¬ 
tages in both options. 

a How do we ensure the selection of persons of proven com¬ 
petence and integrity? How do we secure the independent 
functioning of the regulator? 

■ How do we ensure a clear demarcation of responsibilities 
betw'een the ministry and the regulator? This is important 
for proper relations to develop between the two. 

■ What should be the conditions under which a regulator 
could be removed from office? 

■ What should be the procedures followed by the regulator? 
While public hearing on important issues is desirable, the 
regulator must terminate the proceedings within a reason¬ 
able time period. 

■ What should be the powers of enforcing decisions and 
penalizing offenders? 

■ What should the sources of revenue for the regulator be? 
Dependence on the government for funds could affect the 
independent functioning of the regulator. 


Transition to a liberalized environment 411-426 



420 RKNarang, ArdhenduSen.andLeenaSrivastava 1999 

These and other such questions have to be addressed while 
laying down the structure of regulation. In an industry that is 
so highly dependent on advanced technology, inter-industry 
consultations are important. In many countries such interac¬ 
tions are facilitated through industry federations. The fallout 
in terms of improved productivity has been impressive. It 
should be one of the tasks of the regulator to encourage the 
formation of such a federation. 

Although commercial utilization of gas started in the 1960s, it 
picked up only after the development of the Western Offshore 
fields in the late 1970s. The Seventh and the Eighth Five-Year 
Plans saw a rapid rise in gas utilization up to the current level 
of around 24 billion cubic metres annually. In 1986, the 
Hazira-Bijaipur-Jagdishpur pipeline was laid to bring the 
Western Offshore gas to fertilizer plants in the western and 
northern states. Since 1987, the government has been fixing 
the price of gas. The government has also been deciding the 
allocation of gas to various competing consumers. Having 
decided on a decontrol of this sector, the government commis¬ 
sioned a study on the options for gas sector regulation after 
decontrol. The study was done by the National Economic 
Research Associates of UK. The recommendations of the study 
have been considered by the Gol in consultation with the indus¬ 
try, and it is likely that the government will bring in legislation 
to appoint an independent regulator for the gas industry. 

The points made for the downstream petroleum sector 
apply equally to the natural gas sector. However, the transpor¬ 
tation of natural gas through pipelines involves significant 
economies of scale and very little inter-modal competition. 
Owing to these natural monopoly features of gas transport, 
this sector calls for a set of regulations not required for petro¬ 
leum products. These questions are discussed below. 

Common The key features of common carriage are that while transmis- 
versus sion is provided on an ‘as required’ basis, users are not corn- 
contract mitted to long-term use-of-system contracts. This means that 
carriage the transmitter must construct additional capacity to cope 

with all anticipated demands for its services. The transmitter, 
therefore, has significant demand forecasting and investment 
obligations, but the quid pro quo is usually a right for the 
transmission company to recover all costs and earn a reason¬ 
able RoR (rate of return) on all authorized assets. The need to 
meet all user requirements almost inevitably means that 
torecasts overestimate demand and result in provision of 
surplus capacity. 


Natural gas 
sector 


Oil and Gas Background paper 



421 


Background paper; issues in the deregulation of the oil and gas sector 


The essence of contract carriage is that individual transmit¬ 
ters need to provide additional facilities only where users are 
willing to sign firm contracts for their use. In the case of 
existing facilities, transmitters are obligated to provide trans¬ 
mission services up to the extent of any spare capacity. This 
means that system development generally takes place in 
response to demand from users, and this in turn facilitates the 
financing of new developments. 

In the case of both contract and common carriage, regula¬ 
tion would provide the same assurance that use-of-system 
services could be obtained by any party where surplus capac¬ 
ity existed. However, in contract carriage, the concern is 
about what would happen when development of new capacity 
is required but no developer comes forward at the appropriate 
time. In contrast, it is assumed that with common carriage it 
would be possible for the government or the regulatory body 
to require one of the transmission operators to provide the 
necessary capacity. Arrangements of this type are more diffi¬ 
cult in India where the transmission network is relatively 
undeveloped and new developments may represent a signifi¬ 
cant addition to the network and impose disproportionately 
large additional costs. 

It is clear that with a contract carriage system no trans¬ 
porter can be obliged to construct new facilities, but the true 
differences between the two systems is more related to who is 
responsible for ensuring that ‘desirable’ developments take 
place, and who bears the costs and commercial risks arising 
from such developments. In gas transmission development, a 
contract carriage is likely to provide a level of development 
which is broadly as appropriate and etficient as common 
carriage, with the additional benefit of not requiring the 
granting of monopoly franchises to compensate for the addi¬ 
tional risks. Where the government or other agencies require 
socially desirable facilities to be developed, this can still be 
achieved under contract carriage, with the relevant agency in 
effect providing subsidy by taking on the role of the contract¬ 
ing party for all or part of the relevant capacity. 


Authorization 
of natural gas 
transportation 
and 

distribution 


In the UK, the US, and other countries that have opted for 
independent regulation for the gas industry, no gas transpor¬ 
tation or distribution network can operate without a licence 
issued by the regulator. An application for a licence has to be 
made, specifying the pipeline route and capacity, demand 
assessment and justification, source of gas supply, transport 
agreement with specific users, economic feasibility of the 
pipeline, financial capability of the applicant, methods of 


Transition to a liberalized environment 411-426 



422 


R K Narang, Ardhendu Sen, and Leena Srivastava 1999 


financing of the project, etc. Usually, on receipt of the licence 
application, the regulator calls for a public hearing where 
other interested and concerned parties have the opportunity 
of representing their cases. Before granting the licence, the 
regulator has to be satisfied that the proposed project is 
required in the public interest and that the project has been 
designed appropriately after taking into account the availabil¬ 
ity and demand for gas, both present and future. 

The regulator may also check if the proposed pipeline will 
adversely affect any existing transmission system. If the regu¬ 
lator thinks that the capacity of the pipeline does not take 
possible future demand into consideration, it has the power to 
require enhancement of the capacity provided that the trans¬ 
porter is authorized to recover his additional costs. Such an 
arrangement presupposes that the regulator would have more 
knowledge about present and future demand than may be 
available to the entrepreneur who is proposing to put up the 
pipeline. The procedure for licensing has tended to be long 
drawn and expensive in certain countries. In India, the gov¬ 
ernment is progressively doing away with licences and permits 
but ±e appropriateness of licensing for regulating the gas sector 
needs to be examined. The gas transporters/distributors may be 
required only to intimate the regulator before starting business 
so that safety and environmental standards could be enforced. 

Unbundling of Gas and transportation of gas are different services, and in many 
trading and countries demands have emerged for pricing and contracting 
transmission these services separately. Historically, it has been a common 
practice to jointly price these two different services (that is 
offer a ‘bundled’ service), but this widespread practice has 
tended to disguise the drawbacks. The recent trend towards 
dealing separately with the two services, commonly termed 
‘unbundling’, has many advantages both for the consumer and 
the development of a country’s gas industry. It allows more 
efficient pricing of the individual services, which in turn 

■ helps to ensure efficient fuel choice by consumers 

■ facilitates more rational decisions on location of large gas 
consumers 

■ allows a more accurate valuation of new gas fields 

■ permits greater transparency and competition in provision 
of both gas and transportation. 

In the longer term, it is difficult to argue that unbundling 
of this sort should be resisted; to do so would be to ignore an 
important element of the energy policy, which has now 
been widely recognized internationally. This is particularly 
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important in the Indian context where the major objective is 
to attract additional private investment which will enable 
more gas to be produced or imported. 

Cross- Cross-ownership between distribution and transmission or 
ownership trading is an area of some controversy. In essence, there is a 
trade-off between encouraging the greatest potential develop¬ 
ment of the industry and possibly limiting the ability of the 
regulator to effectively regulate the industry. If cross-owner¬ 
ship is permitted, there is a potential for qualified and rel¬ 
evant companies to diversify in the industry. At the same time, 
cross-ownership does provide the possibility for vertically- 
integrated concerns to engage in anti-competitive practices 
that may be difficult for the regulator to control. Though 
there are some arguments for prohibiting this form of cross¬ 
ownership, these are not strong enough in the Indian context. 


Fixing of 
transportation 
and 

distribution 

charges 


In UK, the regulator has unlimited powers to fix the transpor¬ 
tation tariff provided it does not discriminate against or 
favour any class of people. The UK regulator has been fixing a 
cap on such tariff after allowing a reasonable RoR to the 
transporters (around seven per cent on replacement value of 
assets). The change in the prices over time is governed by the 
RPI-x (retail price index-x) formula which motivates the 
transporter to achieve efficiency gains. The transportation 
tariff should be published so that consumers cannot be dis- 


riminated against. 

In the US, the law lays down that transportation tariff should 
)e ‘just and reasonable’. The regulator has adopted a reasonable 
loR method of regulation, allowing around 12% return on 
he written value of the assets. Any change in the tariff account 
or incremental investment or cost has to be approved by the 
■egulator. A tariff based on a reasonable RoR is open to the 
)bjection that it does not reward efficiency and cost reduction. 

In Canada too, the law lays down that the transportation 
lariff should be ‘just and reasonable’. However, the Canadian 
-egulator has been encouraging voluntary agreements between 
transporters and consumers and has sparingly used the powers 
to fix up the transportation tariff. The regulator has published 
the Guidelines on Negotiated Setdetnent to help consumers and 
transporters conclude voluntary agreements instead of relying 
on regulatory intervention. The regulatory law in Argentma 
requires that transportation tariffs be fixed to allow an effi¬ 
cient transporter to realize a reasonable RoR, which is a 
return similar to businesses having 

ever, the law recognizes that in the absence of bad faith, prices 
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Regulation of 
liquefied 
natural gas 
sector 


Open access 


freely negotiated between independent parties shall be 
deemed to be fair and reasonable. 

In the Indian situation, either the US/UK type of regulation, 
which is highly interventionist, or a system which regulates by 
exception has to be selected. In the near future, India’s incre¬ 
mental gas supply will come from small marginal fields or im¬ 
ports of LNG (liquefied natural gas).The gas will be costly even 
at the landfall point and there will be little scope for transporting 
the gas over long distances. Accordingly, the transmission cost is 
likely to be small in proportion to the total cost to the consumer. 
Further, any saving on transportation cost is likely to accrue to 
the gas producer/importer who will be free to charge net-back 
prices. Such circumstances would support the case for a light- 
handed system where the regulator has the responsibility to 
facilitate transportation contracts rather than control the prices 
and other terms in all cases. 

The UK Gas Act does not have any regulation for import/export 
of gas. In Mexico, import/export of gas is allowed subject to 
information being given to the regulator. The laws in the US/ 
Canada/Argentina specifically provide for prior approval of 
the regulator for the import/export of gas. Korea and Taiwan, 
which import LNG, allow such imports only by public sector 
companies. Thus the entire sector is under government regu¬ 
lation. Japan, which consumes two-thirds of the LNG pro¬ 
duced in the world, allows private imports of LNG. These are 
done mostly by the consumers themselves, the largest propor¬ 
tion of them being power-generating companies. Government 
approval for importing LNG is not required. 

The import of gas/LNG will have implications for fuel 
security and also for the balance of payment position. There 
may be a need to accordingly devise a suitable regulation for 
this sector. 

Mandatory open access means that the regulator should have 
the power to ensure that any spare capacity in a pipeline be 
offered on a non-discriminatory basis to anyone who wishes 
to make use of that spare capacity to transport gas. The regu¬ 
lator should also have the power to provide interconnection 
between existing lines and other lines, existing or new, so that 
spare capacity is utilized. In cases of dispute, the regulator 
fixes the transportation tariff to be charged. 

Associated with the concept of open access is the concept 
of unbundling of services. In the UK, the transportation and 
sale of gas are separated by fully separating their accounts. In 
the US, no interstate gas transporter is allowed to sell gas. 
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Canadian law permits a gas transporter to sell gas, but the 
profits from the merchant sales are deemed to be a part of the 
transportation tariff. Mexican and Argentinian laws also 
require open access. 

In all these cases, the transporter is required to offer spare 
capacity to intending users on terms and conditions that may 
be fixed by the regulator. Such a system continues to be 
strongly resisted in Europe where the variant of‘negotiated 
third-party access’ has been tried without much success. In 
the Indian context also, the accounts in respect of gas trans¬ 
portation and merchant sales should be separated so that the 
consumers know how much they are paying for gas and how 
much for transportation. This would facilitate non-discrimina- 
tory pricing of transportation facilities and also voluntary 
agreements. However, provisions for mandatory third-party 
access may again discourage transporters and result in subop- 
timal pipeline capacity. Complete unbundling of services was 
introduced in the US and UK only after the industry reached 
an advanced state of maturity, and in Europe, it has not been 
possible to introduce the system as yet. 

Pricing a.nd The prices of gas chargeable by the ONGC and OIL have 
allocBtion of been recently linked to the international prices of fuel oil. It is 
natural gas likely that the prices will be raised to a level of 100% parity 
with fuel oil in a period of five years. The prices of gas pro¬ 
duced from medium fields developed through joint ventures 
are already at the level of 100% fuel oil parity. The developers 
of small fields have been given the right to market gas at 
negotiated prices. Exploration, production, and import of gas 
will be facilitated by allowing market driven prices for gas 
consumers and net-back prices to the producers/importers of 
natural gas or LNG. Under such a situation, it should no 
longer be necessary for the government to allocate gas to 
various consumers as it does at present. Gas producers/ 
transporters should be free to decide how much gas is to be 
sold to which customers. 

Regulation of Interstate pipelines and high-pressure transportation pipelines 
distribution could be regulated by the central regulator appointed by the 
networks central government and low-pressure local area networks 

could be regulated by state regulators appointed by the state 
governments. At present, such local networks are there only in 
Vadodara, Surat, Ankleshwar, Bharuch, in Gujarat and some 
towns in Assam and Tripura. Two more projects in Mumbai 
and Delhi and one in Agra/Ferozabad are under implementa¬ 
tion. The likelihood of substantial expansion of this sector in 
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the near future is small. In the circumstances, it may not be 
feasible for state governments to set up regulators financed 
from the licence fees realized from gas distributors. The 
central regulator could look after distribution networks also 
till there is a substantial expansion in the distribution sector. 

For the existing distribution networks, the distributors 
could be given exclusive rights to sell gas to the domestic, 
commercial, and small industrial sectors within clearly demar¬ 
cated areas. For future projects, such franchises could be 
granted through a process of competitive bidding. 

The practice in Mumbai and Gujarat has been to charge 
gas prices related to the prices of alternative fuels such as 
LPG and fuel oil. The Gas Authority of India Limited has 
proposed the same pricing for the Delhi project. Market 
pricing should preferably be for gas related to the prices of 
alternative fuels than for cost-of-service regulation, which 
would be difficult and time-consuming. 
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The Kingdom of Heaven runs on righteousness but the kingdoms 
of earth run on oil. 

(Ernest Bewin, Member, House of Commons, in a debate on 
the UK Oil & Gas Act, 1982) 


Exhibit 1 Existing legal frametvork 


1 Constitution of India 

H division of powers: centre and state 

2 Oilfields (Regulation and Development) Act, 1948 

“ onshore: exploration licences, mining licences, royalty 

3 Territorial Waters, Continental Shelf, Exclusive Eco¬ 
nomic Zones and Other Maritime Zones Act, 1976 

■ offshore: licence to explore and exploit 

4 Petroleum and Natural Gas Rules, 1959 

® procedures for exploration licences, mining licences, 
and royalties 

5 Petroleum Pipelines Act, 1962 

® easement rights, pipeline safety 

6 Petroleum Act, 1934 

® storage, transportation - testing and refining aspects 

7 Oil Industry Development Act, 1974 & Rules 1975 

® oilfield cess collected by central government 

“ allocation of funds 

8 Orders under Essential Commodities xAct, 1955 

■ price controls 

9 Government is the sole regulator 

■ advised by the Directorate General of Hydrocarbons 
(E&P), Oil Coordination Committee (refining and 
petroleum product pricing). Oil Industry 
Development Board (infrastructure). Petroleum 
Conservation Research Association (conservation of 
resources) 
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Exhibit 2 Need for oil and gas regulator 

1 Emphasis on public-private partnership 
a liberalized economic environment 

■ investment required by year 2002 is 35 billion dollars 
« certainty for investors 

2 Multiplicity of authorities 

■ over 3000 orders under the ministry 

3 Lessons from other sectors 

■ Telecom Regulatory Authority of India, Central 
Electricity Regulatory Commission 

4 Balancing of diverse interests (exploration and 
production^transport->refining->distribution->user) 

■ conflict of interest of various players 

5 Resource conservation - sustainable development 

6 Price stability in the face of monopolies 

7 Safety and environment 



Consumer 

user 


1 Exploration 

■ grant authorization to collect samples prior to explo¬ 
ration licence 

■ make rules and procedures for exploration activities 

2 Development 

■ drilling 

• approve drilling plans for environmental impact 
assessment 

• well density and direction wells 

• specify well completion requirements 
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® production 

• set standards such as production rate, choke size, 
and subsidence control 

® settle disputes relating to pooling 
® safety and environment 

• specify procedures for prevention and control of 
blow-outs 

• specify procedure to prevent and control 
environmental contamination such as spills 

3 Production refining interface 

» parameters and grades for various products 

4 Refining 

a standards for product quality and quantity 
a tariffs 

5 Storage and transportation 

0 cost allocation for use of common infrastructure 
facilities 

0 more specific issues for gas 

• tariffs 

• safety and environment 

6 Usage 

a consumer protection 

• quality 

• price 

• competition and prevention of cartel formation 

• supplies to all areas of the country 


Exhibit 4 Suggestions 

1 Enact Hydrocarbon Regulatory Authority Act 
a consolidate regulatory functions 

2 Central and state legislation 

3 Statutory autonomous body corporate 

4 Constitution of the regulator 

■ full-time members 

■ chairperson: judicial background 

■ other members representing diverse disciplines 
0 panels/benches for specific sectors 

5 Independence of members 

■ statutory appointment and secured tenure 

■ ineligible for government or private sector employment 

6 Financial autonomy 

■ no reliance on government grants 

■ statutory allocation of funds out of cess/duties 
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7 Adjudicatory functions 

» vested with powers of civil court regarding 

• summoning and enforcement of attendance of any 
person 

• examining any person on oath, issuing commissions 
to examine witnesses and/or receiving evidence on 
affidavits 

• reviewing its decisions 

• enforcing its decisions 

» exclusion of jurisdiction of civil courts 
“ appeal to high court: fast track 


‘The legal framework in a country is as vital for economic develop¬ 
ment as for political and social development. Creating wealth 
through cumulative commitment of humane technological and 
capital resources depends greatly on a set rules securing property 
rights, governing civil and commercial behaviour and limiting the 
power of the srarg..." (World Bank 1994) 
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The oil industry in India has been under the government 
since 1976. The APM (administered pricing mechanism) 
based on the Oil Pricing Committee Report of 1975 has also 
been in operation since then. 

As per the recommendations of the Oil Pricing Committee, 
the OCC (Oil Coordination Committee) was formed with the 
limited role of ensuring optimum positioning of crude at the 
refineries, distribution of finished petroleum products from 
the refineries, and management of pool accounts. 

The role of the OCC has been expanded over the years and 
today it performs an important role for the oil industry as a 
whole and assists the MoPNG (Ministry of Petroleum and 
Natural Gas) in monitoring the implementation of their 
policies. 

The role of the OCC during the regulated period can be 
broadly classified as under. 

Planning 

Planning covers demand forecasting; expansion of existing, 
and creation of new, refining capacities at specific locations in 
the country; and creation of logistics infrastructure to enable 
optimum distribution of petroleum products to meet the 
demand at least cost to the pool accounts. The OCC assists 
the MoPNG and the Planning Commission in this regard. It 
formulates the annual oil economy budget, which helps the 
MoPNG in getting the approval of the Ministry of Finance 
for necessary foreign exchange allocation for imports/exports 
of crude oil and finished petroleum products. 

Imports/exports of crude and finished petroleum products 
The OCC ascertains the indigenous crude production from 
crude producers in India, and allocates it to the Indian refin¬ 
eries based on their processing configuration, requirement of 
finished product, and economics of refining. The OCC then 
works out the requirement of imported crude based on the 
refining capacity in the country, after accounting for the 
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indigenous crude refining, refinery configurations, end prod¬ 
ucts required, and economics of refining at each refinery. The 
OCC also works out the net crude/crudes (by type) and the 
deficit petroleum products to be imported, and the surplus 
petroleum products to be exported based on the crude/crudes 
processing in the Indian refineries, their yield patterns, and 
the demand forecast by product. This exercise is done for the 
whole financial year and sometimes revised in the middle of 
the financial year. 

Optimum refinery operations 

Since the APM ensures fixed returns to the refineries, it is 
incumbent on the refineries to operate at their optimum levels 
with best yields. The OCC fixes the standard product pattern 
for each of the refineries depending upon their capacity, units 
configuration, and crudes to be processed. The refineries have 
to meet the set standards. The OCC continuously evaluates 
the operations, crudes processed, and products produced by 
the refineries. This is reviewed every month at the Industry 
Coordination Meeting. 

Coordination of supply and distribution 
The OCC works out the country’s demand for petroleum 
products for the month, for each consumption zone and 
pricing area. It also tables the products available from the 
refineries at the Industry Coordination Meeting. The OCC 
runs a computerized supply plan model along with the indus¬ 
try and finalizes the Supply Distribution Plan for the month 
at the Supply Plan Meeting. This Supply Distribution Plan 
works out the optimum distribution pattern of products for 
each of the refineries, depending upon the demand area by 
each mode of transport, i.e., sea, cross-country pipelines, 
railway tank wagons, road tank lorries, etc. The OCC moni¬ 
tors the implementation of the Supply Distribution Plan 
during the month to ensure that supplies are not disrupted 
and refineries do not face any dry out of crude or difficulty in 
product ullages/dispatches. 

Managing pool accounts 

The OCC keeps pool accounts under heads such as crude oil 
price equalization, cost and freight account, and freight sur¬ 
charge account. It recovers the over-recoveries of oil compa¬ 
nies under pool account head and reimburses them for 
under-recoveries incurred. This also helps the MoPNG in 
working out the rationale of pricing elements of petroleum 
products. 
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Management of crises 

The OCC oversees the crude oil production, imports, refinery 
operations, and distribution of products to the demand cen¬ 
tres on a regular basis. In case of any crisis arising out of 
political/natural disasters, breakdown in any of the refineries 
or distribution channels, external emergencies, etc., the OCC 
suggests solutions in consultation with the industry for the 
approval of the MoPNG to ensure smooth supplies of petro¬ 
leum products in the country. 

Management information system 

The OCC has a very strong MIS (management information 
system). It has complete data of the past and there is a regular 
inflow of current data, which include crude production, 
transaction of imports, refinery operations, and distribution of 
products at each level. This enables the OCC to take prompt 
decisions. It has its own independent OILCOMNET through 
W'hich the entire oil industry is wired. 

In November 1997, the Government of India gazetted the 
deregulation of the oil industry by year. The process is going 
as per schedule. One has to visualize the roles of the compa¬ 
nies, the regulator, the government, and the industry associa¬ 
tions (if any formed) in a deregulated scenario and the 
relationships which would develop between them. 

In a deregulated scenario, different functions of the OCC 
would be handled by different bodies. Planning for the entire 
country will be done by the Government of India and the 
regulatory body. As far as the companies are concerned, they 
will plan for themselves and take care of their own refining 
and marketing strengths and strategies. 

Imports of crudes/products 

The refining industry has been deregulated with effect from 
1 April 1998. Each refinery will independently decide on its 
own crude processing and product patterns for optimum 
economics. 

Optimization of refinery operations 

The companies will themselves optimize their own refinery 
operations since this will affect their profitability. 

Coordination of supply and distribution 

Each company will have to ensure that it caters to the require¬ 
ments of its customers to their full satisfaction and that it 
provides prompt supply at minimum cost. So each company 
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will have to plan its supply chain independently or in associa¬ 
tion with other companies on a commercially-negotiated 
basis, to their optimum advantage. 

Management of pool account 

The pricing for all products would be deregulated. The com¬ 
panies would be obliged to meet the country’s demand in all 
pockets including difficult geographical areas such as Ladakh, 
Andaman and Nicobar Islands, and Lakshwadeep. The com¬ 
panies may have to create their own pool accounts to ensure 
reasonable pricing of products in all geographical areas. The 
regulatory body will ensure that consumers of petroleum 
products do not suffer on account of shortage, poor quality, 
or overpricing. 

Management of crises 

The companies would be expected to perform their function 
in a crisis. The regulatory body will be required to intervene 
as and when the oil companies fail to meet the challenge or in 
case of a force majeure. The regulatory body, with approval 
from the Government of India, will have to direct the oil 
companies to tackle such situations. 

Maintenance of the MIS 

The regulatory body inherits the function of maintaining the 
MIS from the OCC. The past MIS will form a strong data 
bank for the regulatory body to take decisions and prepare its 
own appreciation of the situations. The current flow of the 
MIS would have to continue. The regulatory body and the oil 
industry may have to work on the classification of informa¬ 
tion, which will have to be mutually agreed upon, and decide 
what information will flow to the regulatory body and what 
will be retained by the companies as their trade information. 

Role of the The government will have to deal with issue-related policies 
government and give direction to the oil industry for the future. The 

policies will have to be laid down for the orderly functioning 
and development of the oil industry. The government will 
have to deal with the following issues. 

■ Overall policy for the oil sector in the field of refining, 
marketing, and distribution 

■ Tariffs on crude and products 

■ Subsidy for sensitive products, if required 

■ Allocation of superior kerosene oil to each state as long as 
the public distribution system continues 

■ Product specifications 
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Relationship 
between the 
regulator and 
the 

government 


Relationship 
between the 
regulatory 
body and 
groups outside 
the 

government 


a Safety, health, and environment 

a Type of interventions, if required, in the marketplace and 

modus operandi with clearly prescribed roles for the regula¬ 
tor, oil companies, petroleum industry associations, etc. 

The regulator and the government would work in close coor¬ 
dination. The regulator would essentially ensure that the 
policy objectives of the Government of India are achieved in 
regulating the downstream oil sector. Thus, the regulator 
would deriv'e its framework for regulation from the policy 
outlined by the Government of India. At the same time, it is 
expected that the regulator would be w’ell placed to bring to 
the attention of the government the policy changes'interven- 
tions required to better safeguard the national and the con¬ 
sumer interests, product specifications, security stocks, 
supply-demand scenario, etc. The regulator would also 
coordinate with other regulatory bodies like Directorate 
General of Hydrocarbons, the OISD, and the Gas Regulatory 
Body laterally or through the government according to the need. 

In addition to coordinating with the government, the regula¬ 
tory body will have to interact with the oil companies, con¬ 
sumers, and oil industry associations. 

The regulator would need to interact closely with the 
affected groups, both when defining the rules and regulations 
for effective operation of the downstream petroleum sector 
and when determining the criteria and measures of efficiency. 
The regulator would also need to have constant feedback from 
the petroleum industry associations so that it can be respon¬ 
sive to the needs of the industry and interpret and influence 
policies as may be required. 

Many other ministries of the Government of India would 
also be setting up policies that would influence the operations 
of the downstream petroleum sector. Most important of these 
would be the Ministry of Finance, the Ministry of Environ¬ 
ment and Forests, the Railway Ministry, and the Ministry of 
Surface Transport. The framework for regulations should be 
within the policy guidelines provided by these ministries. 
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Exhibit 1 Regulatory authority: background 


1 Energy is required for the economic, social, and indus¬ 
trial development of a country and for improving the 
quality of life of its people 

2 Hydrocarbons constitute the single most important 
component of primary energy 

3 Due to the strategic importance of hydrocarbons, the 
petroleum sector cannot be totally left to market forces 

4 Increasing share of oil and gas in the total primary 
energy consumption (million tonnes of oil equivalent) 



1991 



1996 


Oil 

and 

gas 

Total 

Oil 

and 

gas 

Total 

India 

World 

71 

4911 

184 (38%) 
7808 (63%) 

98 

5284 

247 (40%) 
8380 (63%) 


5 Establishing an appropriate and robust framework is 
the key to a successful liberalization process 

6 Three elements of vital importance are 

■ legal framework to ensure a secure environment 

■ regulatory framework to establish a level playing field 

■ industry restructuring to ensure realistic competition 
especially in sectors with natural monopoly 
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Exhibit 2 Liberalization in the dozvnstrcam petroleum sector 


1 Parallel marketing of liquefied petroleum gas, superior 
kerosene oil, and low sulphur heavy stock was allowed 
in February 1993 

2 Import blending and marketing of lubes was totally 
i decontrolled in November 1993 

I 3 Petroleum products were increasingly moved to the 
1 Free Trade Products List 

i 4 Price of high speed diesel linked to import parity, 
effective 2 September 1997 

5 The government announced phased programme of 
deregulation over four years, effective 1 April 1998 

6 A number of decisions implemented, effective 1 April 1998 
j 7 By March 2002, the entire petroleum sector is planned 

j to he deregulated 


Exhibit 3 Urgent need for a regulatory authority 


1 In the deregulated scenario, the government has to 
ensure 

■ adequate availability at reasonable prices to meet the 
full demand of petroleum products 
» redressal of grievances and protection of consumer 
interest 

« settlement of disputes amongst different operators 
® compliance with prescribed rules by all players 

2 An empowered and independent authority is required 
to be in place 


Exhibit 4 Basic objectives of the regulatory authority 


1 Safeguard consumer interest 

2 Prevent cartelization and unfair trade practices and 
promote competition 

3 Act as a monitoring, adjudicating, and recommending 
body 

4 Promote investment in the petroleum sector 

5 Make recommendations to the government on various 
policy issues 
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Exhibit 5 Functions of the regulatory authority 

1 Monitor implementation of policies laid down by the 
government 

2 Protect consumers’ interests with reference to price, 
quality, and availability of products 

3 Implement consumer protection measures and effective 
grievance redressal mechanisms 

4 Regulate operation of facilities to promote efficient and 
economic functioning with common user facilitation on 
equitable terms 

5 Settle disputes affecting consumer interest and better 
customer service between various players 

6 Promote competition by encouraging investment by 
new entities 

7 Promote fair trade and prevent cartelization and 
monopolies 

8 Monitor and regulate tariffs of common usage facilities 
such as pipelines 

9 Organize and maintain the information and technical 
data bank 

10 Facilitate policy formulation that would further its 
objectives and provide an interface for interactions with 
other ministries / regulatory bodies on matters of com¬ 
mon interest 

11 Assist the government in the planning and development 
of the downstream oil industry activities and in the 
management of crisis situations as may be required 


Exhibit 6 Proposed structure of the regulatory authority 


1 The regulatory authority to consist of five members, 
including a chairman, to be appointed by the govern¬ 
ment on the recommendations of a selection committee 

2 Every member can hold office for a period of three 
years, extendable further up to two years 

3 It shall have an advisory committee to advice on major 
issues of policy 

4 It shall have regional offices at such locations as may be 
found necessary 
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Exhibit 7 Pouters of the regulatory authority 

1 The regulatory authority shall have the powers as vested 
in a civil court, under the Code of Civil Procedure, 

1908 

2 All orders and directions passed by it shall be enforce¬ 
able by law as if it were a decree passed by a civil court 

3 It shall also have powers to impose fines and penalties 

4 It shall have powers to direct an officer or a person 
authorized/charged with the responsibility under an 
Act/Rule governing downstream petroleum activities to 
lodge an FIR (first information report) with the police 
or direct the concerned police officer to register an FIR, 
or file a complaint with a criminal court for commit¬ 
ment of default by a person under this Act 

5 Subject to the provision of the Arbitration and Concili¬ 
ation Act, 1996, it shall have the powers to act as arbi¬ 
trator or to nominate arbitrators to adjudicate and 
settle disputes arising between the entities 
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Both the upstream and downstream sectors of the petroleum 
industry in India have been operating under a protected 
environment where the government determines the business 
portfolio of the public sector undertakings, allocates capital 
for investments, determines production quotas, and decides 
both producer and consumer prices to ensure profitability at a 
predetermined level. With the liberalization of the economy, 
and more specifically the oil sector, this protected environ¬ 
ment will change drastically. 

The petrochemicals sector has been operating in the free 
market environment for some time as far as marketing of 
petrochemical products is concerned. However, feedstock and 
fuel prices were based on the APM (administered pricing 
mechanism) applicable to the petroleum sector. 

This worked well as long as import duties of petrochemical 
products were ruling at a high level of around 100%. But, 
progressive reduction in import duties to 10%-35% during 
the last five years has considerably eroded the profitability of 
the petrochemicals sector. Since 1995, the price of various 
petrochemical products started dropping in the Indian mar¬ 
ket. The effective devaluation of the Indian rupee vis-a-vis the 
major foreign currencies also did not help as the global price 
of petrochemicals also started dropping since 1996 as a result 
of overcapacity. 

Meanwhile, the East and the South-East Asian regions 
which are known for growth rates of around 10% for petro¬ 
chemical products, and where several plants manufacturing 
world class petrochemicals are located, plunged into an eco¬ 
nomic crisis. This resulted in a sharp drop in the local de¬ 
mand for these products. The excess availability of products in 
this region along with the loss in value of the local currencies 
of countries like Indonesia, Thailand, and Malaysia, resulted 
in increased import of cheaper petrochemical products to 
India. Most petrochemical companies, except for giant players 
like Reliance Industries and Indian Petrochemicals Ltd, 
started showing major losses, and many new projects were 
either abandoned or deferred. Except for the few giant 
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players, only those companies having a vertically-integrated 
business portfolio could face the onslaught. 

Also, the pricing of refinery products like naphtha and fuel 
oil used as feed or fuel in the petrochemical plants was 
deregulated. The response to the market force has been the 
downward revision of prices of these commodities. This 
correction has resulted in some positive impact in the com¬ 
petitiveness of the Indian petrochemicals industry. 

A situation similar to that in the petrochemicals industry 
occurred in the oil companies operating in the upstream E&P 
(exploration and production) activities with the exception of 
the two national oil companies - the ONGC (Oil and Natural 
Gas Corporation Limited) and OIL (Oil India Limited). 
Thanks mainly to the OCC (Oil Coordination Committee), a 
floor price for crude oil has been fixed at the level of the 
earlier APM-based price for both OIL and the ONGC, thus 
insulating them from the sharp fall of international prices. 

The sharp drop in the crude oil price would make the running 
of a number of small and marginal oil fields uneconomical 
because of a higher cost of production. In the process, the 
viability of some of the small oil companies which are prima¬ 
rily in the small or marginal fields becomes questionable. This 
would also act as a deterrent for other new’ players to venture 
into the E«&P business. 

The question is whether something can be done to alleviate 
the situation under the deregulated post-APM environment. 
This is where regulators have to play an important role. 
Perhaps the fiscal regimes associated with the development 
and production of the small and marginal fields should be 
treated in a different manner as has been the case with 
exploration of frontier basins like deep water basins. It may 
also be necessary to provide fiscal incentives like reduced 
excise duties for refineries meeting at least a part of their 
crude requirements from small or marginal fields. The twin 
objectives would be to reduce the cost of production of the 
small and marginal fields to a level nearer to that of larger 
fields and to permit these small or marginal field crude oil 
producers to charge the refineries a higher price for the crude 
supply. 

The next obvious question is what should be the criteria to 
decide which fields qualify for the special fiscal regimes. 

These could include the size of the field in terms of recover¬ 
able reserv^es, individual well productivity, maintenance of 
reservoir pressure at a predetermined optimum level spelt out 
in the development plan, and the distance between the field 
and the existing infrastructure. 
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The independent regulator should have the authority to 
decide the applicability of these or other such incentives. 

Other important functions of the regulatory body will be to 
ensure adoption of good oil industry practices, optimum 
reservoir management, and meeting of various environment, 
safety, and health-related standards. 

As per the latest model PSC (production-sharing contract), 
the Ministry of Petroleum and Natural Gas would be one of 
the parties to the petroleum sharing contracts and the mem¬ 
bers of a consortium of oil companies would be the other 
parties. Accordingly, the representatives of the ministry would 
be members of the management committees for petroleum 
operations under the PSCs.The regulator, who would have 
wide-ranging authorities, may need to be an independent 
body of the government representing various ministries in¬ 
cluding finance, commerce, industry, environment, and la¬ 
bour, law. 

The Petroleum and Natural Gas Rules, 1959 provide for 
the state government to be the authority to grant exploration 
licences and mining leases in respect of blocks located in 
respective states. For smooth execution of the provisions of 
the PSCs, it would be desirable to have the state governments 
adequately represented in the central regulatory authority so 
that the oil companies would not have to deal with multiple 
authorities in respect of conduct of petroleum operations in 
the country. 

With more companies becoming integrated to minimize 
risk of exposure to price volatility, there should be a common 
regulatory authority to cover the entire spectrum of the petro¬ 
leum industry including upstream E&P of crude oil and 
natural gas, transportation of crude oil and natural gas, down¬ 
stream refining and marketing operations, and use of infra¬ 
structure such as pipelines and ports. 
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Since natural gas is likely to play an important role in the 
energy sector in the country, it is necessary to develop a 
regulatory framework for the gas industry for its structured 
growth. The MoPNG (Ministry of Petroleum and Natural 
Gas) is accordingly taking action for the formulation of a 
regulatory framework for the Indian gas industry. The impor¬ 
tant factors that need to be taken into account for such regu¬ 
lations are safety, creation of a favourable environment for 
growth, prevention of monopolies, consumer protection, 
stability, level playing field, resolution of dispute, and promo¬ 
tional role. 

Based upon these factors, the objectives of gas regulation 
could be to 

■ promote the expansion of gas transportation and distribu¬ 
tion network in the country 

■ protect the gas consumer by ensuring that supply is made 
on non-discriminatory terms and conditions, continuity of 
supply is maintained, and the quality of supply is assured 

® ensure economic efficiency in the transportation and distri¬ 
bution of gas. 

The ONGC (Oil and Natural Gas Corporation Limited) and 
OIL (Oil India Limited) are the major producers of natural 
gas in the country, though lately about 7 million standard 
cubic metres per day of natural gas is also being produced 
through joint ventures between the ONGC (w'hich has 40% 
equity stake) and the private sector and multinational compa¬ 
nies under production-sharing contracts from Mid Tapti, 
South Tapti, Panna-Mukta, and Ra\wa gas fields. iVlore fields 
are expected to come under the production-sharing contracts. 
Besides, the NELP (New Exploration Licensing Policy) 
proposes to offer several ocher blocks to national, public and 
private sector companies, and multinational companies under 
the competitive bidding process. 
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Demand- 

supply 

balance 


The current production of natural gas is 70 million standard 
cubic metres per day and it is fully utilized. It is likely to 
increase to 85 million standard cubic metres per day by the 
end of the Ninth Five-Year Plan. However, allocations already 
made exceed the projected availability and the demand has to 
be met through alternative sources till gas is made available 
either through extensive exploration / developmental activities 
within the country or through import of natural gas through 
pipelines or in the form of LNG (liquefied natural gas). 

Presently, GAIL (Gas Authority of India Limited) handles 
the distribution of over 95% of the gas produced in India. Its 
existing distribution network has the capacity to handle gas 
being produced from domestic sources as well as the marginal 
additional quantity that may become available by the end of 
the Ninth Plan. However, the development of a substantial 
additional T&D (transmission and distribution) infrastructure 
would become necessary if considerable discoveries are made 
through exploration and developmental activities in the coun¬ 
try, including the high expectations of gas available from 
deep-sea, or if a substantial quantity of gas is imported. 

The demand-supply gap as estimated by the expert group 
appointed by the government is listed in Table 1. 


Supplementing 
gas through 
import 


As the projected gap between the demand-supply potential is 
large, India had explored the possibility of importing gas from 
the Middle East through pipeline, but unresolved technical 
and political issues have hindered the progress. The possibility 
of importing gas from Bangladesh, however, provides an 
opportunity for the development of import facilities in the 
eastern sector and efforts are being made in this direction. 

Liquefied natural gas is a technically and economically 
well-established route for importing natural gas. The Govern¬ 
ment of India has approved the formation of a JVC (joint 
venture company), - Petronet LNG Limited - with GAIL, 
ONGC, IOC (Indian Oil Corporation), and BPCL (Bharat 
Petroleum Corporation Limited) having a total of 50% equity; 


Table 1 Gas demand-supply gap (million standard cubic metres per day) 



1999/2000 

2004/05 

2009/10 

Gas demand 

146 

188 

283 

Gas supply (after internal 




consumption, etc.) 

68 

68 

68 

Gap 

78 

120 

215 
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the balance equity is to be offered to institutional investors 
and others. The JVC is in the process of developing LNG 
import terminals in Dahej and Kochi. It will identify more 
locations to meet the demand of LNG more so in southern 
India to provide a base for the southern gas grid. Liquefied 
natural gas has been placed on OGL (open general licence). 
Besides, the Foreign Investment Promotion Board and the 
Cabinet Committee on Foreign Investment have given clear¬ 
ance to a number of proposals like Enron in Dabhol, British 
Gas in Pipavav, HPCL-TOTAL in Vishakhapatnam, Shell in 
Hazira, Ispat Group in Kakinada, Reliance Industries Limited 
in Hazira/Jamnagar, etc. Apart from heavy investment in the 
LNG chain, investment is needed in theT&D network as well 
as in downstream utilization. Petronet LNG Limited (formed 
on 2 April 1998) has already signed a memorandum of under¬ 
standing for the purchase of 7.5 million standard cubic metres 
per day of LNG from RasGas, perhaps the single largest 
contract entered into for purchase of LNG. 

The introduction of new players, if handled effectively, 
would result in healthy competition and growth of the indus¬ 
try. Competition will be fostered by the entry of private sector 
industries, resulting in larger investment in the non-govern¬ 
ment sector. Thus, a scenario may emerge when a number of 
players would be operating in the management of a demand- 
supply balance. 

With regard to the natural gas sector, no legislation exists 
as yet. Since there are limited players in production and 
distribution of natural gas (and those too public sector com¬ 
panies), the MoPNG has been regulating certain aspects of 
natural gas markets through various orders and notifications 
from time to time covering policy on allocation of gas, pric¬ 
ing, and safety. Regulation is being done through various 
wings of the ministry and its departments. Since the number 
of players in the gas industry is increasing, it is necessary to 
consider the formulation of a gas regulatory framework. As 
increase in the availability of gas from the domestic sector is 
likely to be limited, the main supplementing source is likely to 
be through import of LNG. This aspect needs to be consid¬ 
ered in the proposed regulatory framework. Therefore, it may 
perhaps be desirable to look into the models being adopted in 
Japan (the largest importer and user of LNG in the world) 
and Korea (the latest entrant in the LNG field with substan¬ 
tial consumption in the Asian market). (Taiwan is the latest 
entrant, hut its consumption is limited.) It will be more 
relevant to develop natural gas regulations in India on the 
pattern of Asian countries instead of basing it on the 


Transition to a liberalized environment 443-449 



446 RPSharma 1999 


regulatory framework applicable in the West where the 
gas consumption pattern and priority of gas utilization are 
different. 

Japan In Japan, the gas industry is controlled by MITI (Ministry of 
Internal Trade and Industry). Approval from MITI is required 
for plant location and construction of LNG terminals. There 
are other government departments for approving issues of 
environment, port and harbour, etc., but approval from MITI 
is required when gas production/storage facilities or a pipeline 
is newly established or renovated. MITI regulates the con¬ 
sumer price of gas, and any rise/reduction in the gas price by 
the gas companies is to be approved by it. MITI is assisted by 
several advisory committees and councils consisting of profes¬ 
sors, representatives of consumers, etc., to investigate impor¬ 
tant matters relating to the gas industry such as deregulation, 
aiming at economic efficiency in the industry, and protection 
of consumer interests. 

Korea Korea has adopted a modified system of the Japanese struc¬ 
ture for its gas industry. LNG was first imported to Korea in 
1986. The Korean government was involved at every step of 
LNG development from the feasibility study to promulgating 
regulations to ensuring sufficient demand and buyers’ credit- 
worthiness. One of the first objectives of the government was 
to create a creditworthy buyer of LNG, namely KOGAS 
(Korea Gas Corporation). KOGAS was designated as the sole 
importer of LNG and wholesaler of gas to power plants and 
city gas companies. It also assumed the role of owner and 
operator of LNG receiving terminals and the gas transmission 
network, as well as responsibility for R&D in gas. The govern¬ 
ment energy policy seeks to achieve the following objectives. 

■ Secure a stable supply energy source 

■ Enhance efficiency of energy consumption 

■ Promote the use of environment-friendly energy 

■ Participate in and develop foreign energy projects 

The success of a rapidly growing LNG business in Korea 
can be attributed to the following three factors. 

1 KOGAS’s strong financial position 

2 Strong regulatory environment provided by the Ministry 
ofTrade, Industry and Energy by way of a pricing frame¬ 
work which ensures KOGAS a reasonable rate of return 

3 Korea s limited energy source, giving a strong market for 
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These characteristics have made Korea an attractive market 
for suppliers and lenders alike and enable KOGAS to pur¬ 
chase LNG without a sovereign guarantee. It is interesting to 
note that KOGAS’s financial position has been strong enough 
to support the recent grass-roots development of Oman and 
RasGas LNG projects as financial closure of both plants have 
been achieved on the basis of the purchase commitment of 
KOGAS. It could also negotiate the contract, which has no 
floor price or a ceiling advantageous to the buyer in low oil 
price situations. 

The ministry’s involvement extends beyond regulating 
prices. It is involved in all major KOGAS import decisions 
and holds final approval authority over all LNG purchases. It 
is also the policy of KOGAS to maximize local construction 
work, equipment purchases and operation, and localization of 
LNG carriers. Since the Korean shipping industry is well 
developed, localization of LNG carriers is accomplished by 
insisting LNG purchases on FOB (free on board) basis. 
KOGAS supplies LNG to KEPCO (Korean Electric Power 
Company) and 14 city gas companies in South Korea. 
KEPCO uses LNG for power generation and city gas compa¬ 
nies sell natural gas to consumers in the commercial, indus¬ 
trial, and residential sectors. 

The strengths and weaknesses of the structure are outlined 
in Table 2. 

These strengths and w'eaknesses have lately been evaluated 
by the Korean government which is considering privatization 
of KOGAS and liberalization of the LNG import, though no 
details have yet been prepared or approved. However, it is 
believed that this would allow private companies as well as 
some state-run gas/power utility companies to buy LNG 
directly from the seller in the near future. Korea is now mov¬ 
ing to privatize a portion of its gas and power industries by 


Table 2 Strengths and weaknesses of the Korean structure 


Strengths 

Weaknesses 

Strong government support 

No competition 

Ease in managing nationwide 

Low service quality 

construction work 

Very little flexibility in decision- 

Integrated single invoice in 

making and bureaucratic operation 

sa)e/purchase 


Strong negotiating power 


Ease m securing finance 
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(1) developing additional infrastructure (more capital is 
needed and private investors are a proven source); (2) privati¬ 
zation leading to competition, thereby improving cost and 
operations; and (3) developing the skill of Korean firms so 
that they can grow internationally. 

Though only one company is responsible for the import of 
LNG, a number of Korean government authorities are per¬ 
forming the functions of regulatory authorities in their respec¬ 
tive fields. 

“ The Ministry of Environment regulates fuel usage, emis¬ 
sions and pollution. 

« The Ministry of Finance and Economy regulates the price 
and provides funding and tax incentives. 

« The Ministry ofTrade, Industry and Energy formulates 
laws and regulates control of supply and demand, and 
oversees major activities of KOGAS and KEPCO. 

■ The provincial government regulates activities of city gas 
companies and business licence and construction permits. 


Suggestions In India, pending the formulation of a gas regulatory author- 
for India ity, the MoPNG which is already performing regulatory 

functions specially in respect of public sector companies may 
assume the role of the Ministry ofTrade, Industry and Energy 
in respect of public sector undertakings and other parties. In 
the meantime, a regulatory framework for gas can be system¬ 
atically developed for introduction through the appointment 
of a gas regulatory authority. 


Need for gas 
regulation 


A regulatory framework that ensures the structured growth of 
the natural gas industry in the country would provide for an 
environment where there is 

■ no unhealthy competition 

■ no redundancy in existing capacity and avoidance of idle 
capacity build-up 

■ protection of consumer interests 
H a check on import cost 

■ a tool to promote investments 

■ norms for safety of terminals, installations, and pipelines. 


To achieve the above, it is necessary to know how much to 
regulate and what authority is to be given to the regulator. 

“ Though the regulator may not have the authority to fix the 
price it has to play an important role in pricing by laying 
guidelines and limits for import cost. Even an additional 
cent costs the economy over 5500 000 per million tonnes 
per annum of LNG import. 
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® The regulatory authority has to create a favourable environ¬ 
ment for investment in developing the natural gas industry 
on an all-India basis so as to avoid regional imbalances. 

® The regulatory authority needs to be a statutory authority 
but pending authorization, the MoPNG can treat the 
authority as its extended arm for implementation of the gas 
regulatory framework by passing its power and authority to 
the regulator. 

While openness and competition are welcome concepts, the 
regulator has to see that regulatory measures should not result 
in disincentives to investment, creation of idle capacity, and 
additional costs to the consumers. 
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Exhibit 1 Road map to marketing sector reforms 


1 Freedom for refineries to enter into commercial bilat¬ 
eral agreements for product swap and purchases 

2 Pipelines to be declared common carriers. Pipeline 
companies free to sell their capacity to other refining/ 
marketing companies and end-users 

3 Freedom for refining and marketing companies to 
construct pipelines either as part of Petronet or inde¬ 
pendently for captive use 

4 Freedom to put up terminal facilities linked with cross 
country pipelines/ports 

5 Separate terminalling charges on normative basis for 
existing and new terminals 


Exhibit 2 Response to potential areas of concern 


Concern 

Response 

Basis for pipeline through- 

■ Standard throughput 

put charges 

charge: 70% of notional 
railway freight from the 
nearest port 
■ Rationale 

• compensates additional 
cost of road/rail move¬ 
ment from tap off point 
to a secondary market 
versus direct movement 

• consumer benefits from 
the lower cost of pipe¬ 
line transportation 

How will crude and refm- 

■ Target at 70% of notional 

ery gate prices be deter- 

railway freight from 

mined for inland refineries? 

landfall point for crude 









and products to j 

cover cost of pipeline | 

transportation as long as | 

marketing remains regulated | 

Ensure smoother transi- j 

lion to a free market, ; 

when rates are expected i 

to settle at these levels i 


Price in far-flung areas will 
increase with market 
deregulation 


® Direct transparent 
subsidies could be 
provided for special cases 
such as the North-East 
and Jammu and Kashmir 
® Similar to cement and 
steel, where removal of 
freight equalization did 
not lead to major market 
upheavals 


If a refinery, during transi¬ 
tion period, produces more 
than its hinterland demand, 
who will bear the cost of 
movement to coastal loca¬ 
tions or exports? 


Since refineries do not 
have marketing rights, the 
consequential under¬ 
recoveries should be 
borne by the pool or 
shared by all refineries in 
proportion of production 


If a refinery in a free mar¬ 
ket situation produces more 
that its hinterland demand, 
who wdll bear the cost of 
movement to coastal loca¬ 
tions or exports? 


A refiner bases his choice 
of location on the assess¬ 
ment of demand and 
should therefore bear the 
under-recovery on coastal 
movements or exports. 
This principle will lead to 
efficient location of 
refineries and optimiza¬ 
tion of capacities 


Prevention of scarcity 


B In a free market situation, 
one or more marketers 


centres, however remote 
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Concern Response 

a The regulatory authority 
can intervene if there is 
inadequate competition 
and profiteering by the 
existing players 
a Price increase due to 
higher logistics costs 
should be covered 
through directly targeted 
subsidies, if required 

Ensuring quality of product ■ Free market rewards 
and services higher quality 

a Artificial control through 
policing less effective 
a Role for regulatory 
authority if competition is 
inadequate in a product 
or region 
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The market structure in the oil and gas sector is influenced by the 
government, regulator, oil and gas companies, and the consumer. 

Promoting and facilitating market players is essentially the role 
of the government. This is because the government enunciates 
the hydrocarbon policy for the country. During 1976-95, 
the government operated a closed-door policy due to which 
the market players were basically all the PSUs (public sector 
undertakings). With the announcement of a four-year pro¬ 
gramme for dismantling the APM (administered pricing 
mechanism), more and more players are coming in. The area 
of lubricants which has about 30 players has been totally 
decontrolled. Though it is a level playing field, intense compe¬ 
tition is likely to force some of the players out of business. 

This may result in some change in the marketing strategy of 
the PSUs. Bazaar operators are causing concern, but at least 
one multinational (Castrol) has followed this channel very 
successfully for many years. Hence, there is no reason why the 
PSUs should not think in terms of altering their marketing 
channels. 

The other matter of concern is that some of the new players 
are really old wine in new bottles. Petronet India and Petronei 
LNG are basically the same (PSU) players. There is no new 
player other than Reliance Petroleum Limited into building 
pipelines. The Railways is not participating in the new pipe¬ 
line systems. If an offer were made in a reformed system with 
an independent regulator in charge, wLat would the reaction 
of the regulator have been? Perhaps the Railways would have 
participated. The Railways is not merely in the business of 
running trains, it is in the business of transportation. If there 
is an alternative means of transportation that will result in 
revenue loss for the Railw'ays, rather than opposing every 
pipeline project that has come up over the previous years, it 
could plan investments in the alternative mode to recoup the 
losses. The PSUs have suffered more than anybody else be¬ 
cause of stringent opposition from the Railways to some 
projects, for instance, the Mumbai-Manmade pipeline took 
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many years to get through the Public Investment Board. How¬ 
ever, Reliance Petroleum Limited which is putting up a pipeline 
has not been opposed by the Railways. The government has a key 
role in promoting and facilitating market players, and in creating 
a climate so that oil companies are willing to enter the market. 


Market share 


A predominant market share could act against the interest of 
consumers. In such a situation, the regulator has to make sure 
that no company has a predominant market share if it works 
against the interests of the consumer. This is because a high 
market share could result in the particular company cornering 
the market or the market becoming vulnerable to the fact that 
there is only one supplier. In some countries, maximum limits 
with respect to the market share are specified. However, given 
the current dominant position of some PSUs, this may take 
some time to implement. 


Quality of 
services 


The primary responsibility for quality of services, particularly in 
a competitive environment, would be that of the oil or gas com¬ 
pany. In fact, the oil or gas company will be driven to provide 
quality services. In a deregulated system, the consumer will insist 
on a particular standard of service which he has not been able to 
do anything about in the past. 

The PSUs have been handicapped by the fact that their front¬ 
line or point of sale is run by people in whose selection they have 
contributed little. Whether it is the liquefied petroleum gas 
distributor or the motor spirit and high speed diesel dealer, 
selections are made by the Oil Selection Board. There are catego¬ 
ries for freedom fighters, physically handicapped persons, etc. 
This does not contribute to providing optimal service to the 
customer. The person selected must essentially be either a 
businessman or have the necessary business attributes and 
financing to run these outlets, as the average customer comes 
into contact with the distributors and dealers and not with the 
officers of the oil company. Therefore, to ensure the required 
quality of services there should be a total change in the selec¬ 
tion procedure and selection boards of oil companies, dealer 
selection boards, norms for retail outlets, categorization, 
reservations, etc., will need to be done away with. 


Quality of 
products 


The quality of products too, is essentially the responsibility of 
the oil and gas company. So far, the consumer has not had 
much choice. For example, the Singapore refineries are in a 
position to blend virtually any grade of gasoline required. 
They are export-oriented, but this example illustrates that for 
far too long the consumer has had to be satisfied with 
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Third-party 

access 


Others 


Remote area 
supplies 


Security of 
supplies 

Fair price/ 
change 


Prevention of 
scarcities 


whatever products are supplied to him. Under a reformed 
system, if the customer (whether a car manufacturer or an 
industrial unit) wants a particular grade of petrol or fuel oil, 
he should be able to ask for it and refineries will have to adapt 
to making blends to suit individual consumers. Another problem 
is that a large amount of kerosene goes towards adulteration of 
diesel. This is because the subsidy on kerosene is provided at the 
front end. As subsidies on kerosene cannot be done away 
with, some innovative measures must be found by which the 
subsidy on kerosene is given not up front but at the ‘end-of-pipe’ 
of the system. Thus, at any intermediate point, anyone who 
wishes to use kerosene for adulteration of diesel has no incen¬ 
tive because the pricing is almost the same. 

Fair and patent rules are necessary to allow common access 
for pipelines. If there is common carriage, then people who 
are likely to use the pipeline will invest in the pipeline itself. 
But pipelines are not the only natural monopoly. For 
example, if someone buys a plot of land in a port area and 
prevents another person from putting up a terminal, this acts 
as a natural monopoly. Not only should there be sharing of 
pipelines but there should also be sharing of coastal refinery 
tankages for anybody wanting to import kerosene. 

Remote area supplies, security of supplies, fair price/charge, 
and prevention of scarcities are other components of the 
market structure. 

The regulator will have to play a key role in ensuring that oil 
companies make their products available in remote areas. At 
the moment, the regulator has a role to play as airlines do not 
want to fly uneconomical routes. 

The government has a key role to play in the protection of off¬ 
shore installations, ensuring that India’s sea lanes are protected. 

The regulator will need to have some system in place by which 
prices are monitored (regional offices, online information sys¬ 
tems, etc.), which will keep the regulator informed about the 
developments in various parts of the country. 

The regulator must have a system in place to monitor the 
developments. The government and oil companies also hav'e a 
complementary responsibility. 
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Exhibit 1 Salient features of the petroleum market before 
deregulation 

1 Marketing companies reimbursed their operating 
expenses and a post tax return of 12% on investments 
in the marketing network 

2 Plans for infrastructure development prepared on 
industry basis and approved by the Ministry of Petro¬ 
leum and Natural Gas. All facilities are treated as 
industry facilities 

3 Sales targets fixed for each company as per the supply 
plan entitlement formula; excess margin shared among 
oil companies 

4 The cost of petroleum products to a marketing com¬ 
pany is fixed irrespective of the source and is uniform 
across locations 

5 Marketing companies have product exchange agree¬ 
ments through purchase-sale, hospitality arrangements, 
loan transactions, etc, 

6 Retail marketing network planned by the government 
annually. Selection of dealers and distributors through 
the Oil Selection Board 

7 Targets for enrolment of LPG (liquefied petroleum gas) 
customers, kerosene quotas, commission payable to 
dealers/distributors fixed by the government 

8 Product movement to locations as per the Monthly 
Industry Supply Plan 

9 Pricing of products determined through the APM 
(administered pricing mechanism) 
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Exhibit 2 Key policy initiatives taken so far in deregulating the 
market 


1 Adjusted import parity pricing of HSD (high speed j 

diesel) introduced 1 

2 Prices of wax, bitumen, naphtha, FO (fuel oil), and LSHS I 

(low sulphur heavy stock) decontrolled in 1998/99 | 

3 Except for MS (motor spirit), HSD, ATF (aviation i 

turbine fuel), SKO (superior kerosene oil) (for PDS | 
[public distribution system]), and LPG (for domestic), j 
all other products have been decontrolled w.e.f. 1 April j 
1998 j 

4 Except for crude, MS, HSD, ATF, and natural gas j 

liquids, imports/exports of all products decanalized I 

w.e.f. 1 April 1998 j 


Exhibit 3 Likely policy directions in deregulating the market up 
to 2001102 


The downstream sector to be totally deregulated w.e.f. 

1 April 2002 

1 Companies owning and operating refineries with invest¬ 
ments of at least 20 billion rupees or producing 

3 million tonnes of crude oil per annum to be allowed 
to market transportation fuels 

2 Movement tow^ards international parity prices 

3 Freight and other under-recoveries to be passed on to 
end-users 


Exhibit 4 Impact of deregulation on marketing of petroleum 
products 

1 Emergence of new players will result in increased 
competition with emphasis on brand building and 
customer service 

2 With domestic prices linked to import parity, the costs 
may increase/decrease depending on international price 
fluctuations and inflationary pressures 

3 With the phasing out of subsidy on LPG, private LPG 
marketers would start competing with PSU (public 
sector undertaking) marketers on level grounds 
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Exhibit 5 Issues and challenges in liquefied petroleum gas marketing 

1 Supply has been the biggest constraint in the growth of 
LPG demand. Compounded annual growth rate of 
12.5% expected in future subject to new refineries 
fructifying and import infrastructure being in place 

2 Retail sales of LPG are currently 97% of the LPG 
consumption 

3 The government allowed parallel marketing of LPG 
since 1993. The price charged by parallel marketers is 
about 75% higher than that by PSUs 

4 Growth of parallel marketers is hampered due to inad¬ 
equate import handling and storage facilities 

5 Parallel marketers are merely servicing the waitlisted 
customers of PSU marketing companies 

6 On removal of subsidy on LPG, parallel marketers will 
have the incentive to invest in creating import handling 
infrastructure 

7 Automotive use of LPG will be an exciting and chal¬ 
lenging opportunity 


Exhibit 6 Issues and challenges in lubes marketing 


1 The lubes market in India of 1.2 million tonnes in 
1997/98 makes it the sixth largest in the world, with a 
growth of 17% per annum during the past four years 

2 Base oil imports have been decanalized since 1993 and 
the customs duty lowered from 85% to 35% progres¬ 
sively 

3 The quality of lubes has improved with the introduction 
of multi-grade and synthetic lubricants produced at 
state-of-the-art blending plants 

4 Automotive lubes account for 60% of the market 

5 The number of players has increased from 5 in 1993 to 
40 in 1997, The share of PSU marketing companies has 
declined from 88% in 1991/92 to 60% in 1997/98 

6 The above changes in market shares are due to intro¬ 
duction of new products, aggressive advertising, and 
pricing. Marketing costs are estimated at 10% of the 
selling price of lubes 

7 The PSU oil companies are laying greater emphasis on 
improved customer focus, targeting original equipment 
suppliers and bazaar trade 
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■ 

8 The other marketing challenges in lubes marketing are 
® higher dealer commissions eroding margins 
® shift from retail outlets to bazaar trade, requiring 
change in sales strategy 
® market size determined by price 

« phasing out of 2-stroke engines j 

® Indian customers’ insistence on ‘value for money’ i 


Exhibit 7 Issues and challenges in superior kerosene oil marketing 


1 Consumption of SKO has slowed down over the years j 
mainly due to a shift towards LPG in the households. j 
This trend is expected to continue 

2 Growth in consumption is also driven to an extent by 
adulteration of HSD with SKO 

3 Imports by parallel marketers increased from 0,5 mil¬ 
lion tonnes in 1996/97 to 1.2 million tonnes in 1997/98 | 

4 The deficit in SKO availability is expected to be elimi- | 
nated by 2000/01 with increased domestic production. 
The surplus can be downgraded to HSD 


Exhibit 8 Marketing challenges in distribution infrastructure 
development 

1 High cost of new infrastructure 

2 Existing infrastructure to become redundant in some 
places with changes in product pricing 

3 Access to cross-country pipelines to pose problems 
unless the ‘common carrier principle’ is introduced 

4 Port infrastructure is inadequate, warranting huge 
investments 

5 Road infrastructure being saturated, road transporta¬ 
tion is inefficient and unsafe 
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Exhibit 9 Marketing challenges in direct trade 


1 Price cutting by competitors 

2 Stringent product specifications to warrant a higher 
price 

3 Demanding customers seeking low input costs 

4 Collection of outstandings from customers may result 
in slow accruals 

5 Inter-fuel substitution (liquefied natural gas, natural 
gas, etc.) 

6 Trade-off between high inventory costs and stock-out 
costs 


Exhibit 10 Marketing challenges in retail trade 


1 Dealer margins poised to rise, resulting in tight margins 

2 Product margins would fluctuate as determined by the 
market 

3 Customer service - the key discriminator of the future - 
should be of international standards 

4 Right quantity and quality to be assured 


Exhibit 11 Role of the government after total deregulation 

1 The government would continue to own the responsi¬ 
bility to ensure adequate availability of petroleum 
products to meet full demand at reasonable prices in all 
parts of country. Towards this end, the government will 
formulate policies and framework for growth of the 
petroleum industry 

2 Framing of overall policy for the oil sector 

■ tariffs on crude and products 

■ subsidies on sensitive products 

■ product specifications 

■ allocation of kerosene 

■ issues of health, safety, and environment 
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Exhibit 12 Regulatory authority for the deregulated oil sector 


1 The regulatory authority will be independent and 

quasi-judicial I 

2 It aims to protect consumer interest, provide grievance | 

redressal, and promote healthy competition and bal- i 

anced growth of the oil industry in India j 

3 The regulatory authority will I 

■ ensure compliance with government policies and 
guidelines 

■ protect consumer interest by ensuring that the market i 
remains competitive 

■ maintain a strong management information system 


Exhibit 13 Petrofed: a voluntary^ self-regulatory body of the oil 
industry 


1 Serves as a common platform to facilitate product 
exchange, hospitality arrangements, etc., between 
members 

2 Interacts with the government and the regulator on all 
common issues 

3 Ensures compliance with agreed industry supply plan 
and with agreed common guidelines relating to quality, 
safety, pollution control, customer relations, stake 
holders’ relations, etc. 


Exhibit 14 Security of supplies and prevention of scarcity are 
vital to the economic life of the nation 

1 Oil security entails 

■ development of long-term policies to avoid situations 
where a limited disruption of supplies can do serious 
damage 

■ mitigation of the consequences, should a disruption 
occur 

2 Maintenance of strategic reserves for MS, HSD, and 
SKO is suggested as under 

■ 30 days cover to be developed between 2001-05 

■ 60 days cover to be developed between 2006-10 

■ 90 days cover to be developed beyond 2010 

3 There must be a mechanism for reimbursement to oil 
companies of the huge investments required in infra¬ 
structure development and inventory holding 
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Exhibit 15 Threats to the national oil companies in retail marketing 

1 Notwithstanding the immense competitive edge pres¬ 
ently enjoyed by PSU marketing companies in terms of 
marketing infrastructure^ there could be new threats 
from private marketers/multinational companies 
B retail marketing of inferior products akin to petro¬ 
leum products may erode PSU market shares 

■ possible takeover of dealer-controlled retail outlets 
by new players at exorbitant costs 

■ cartelization of big marketers to the detriment of 
smaller players 


Exhibit 16 Oil public sector undertakings need enhanced 
autonomy in marketing to have a level playing field 


1 The recent conferment of the navaratna status on select oil 
PSUs is a major step in preparing the national oil compa¬ 
nies for the challenges of deregulation and globalization 

2 Additionally, oil PSU boards should have autonomy for 
approval of investments in joint ventures. Current 
restrictions in this regard in the navaratna package 
should be removed 

3 To provide oil PSUs a level playing field with private 
and multinational oil companies, the boards should be 
vested with enhanced authorities particularly in the area 
of marketing 

4 Authority for the following marketing activities should 
vest with the board 

■ retail marketing 

• network expansion of new retail outlets, LPG 
distributors, etc. 

• selection of dealers/distributors 

• re-sitement of existing retail outlets 

• de-leasing of sites 

• retailing of non-PDS SKO 

• dealership agreement terms to include income 
share from non-fuel offerings at company 
controlled outlets and distributorships 

■ direct trade 

• terms of supply of all deregulated products 

• setting up of consumer pumps for all categories of 
customers 
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® pricing i 

• recovery of full delivery costs on MS/HSD supplies 

to retail outlets | 

• recovery of full delivery charges on LPG cylinders | 

• pricing of products for all end-users f 


Exhibit 17 Charting the path for growth in the new millennium 


1 Oil PSUs have already initiated a comprehensive analy¬ 
sis of the existing corporate structures, of the threats 
and opportunities for business in the new environment, 
and of the strategies to develop and strengthen their 
competitive advantage 

2 The recent conferment of the navaratna status on select 
oil PSUs will enable them to chart their own courses to 
become world-class corporate entities 

3 PSU oil companies look forward to the future with 
confidence in their ability to take on the new challenges 
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Exhibit 1 Major activities in the oil industry 


1 Exploration of crude oil 

2 Refining 

3 Transportation of crude oil and petroleum products 

4 Marketing of petroleum products 


Exhibit 2 Existing market players 


1 Exploration of crude oil 

■ ONGC (Oil and Natural Gas Corporation Ltd) 
a OIL (Oil India Ltd) 

■ Enron Oil and Gas India^ Ltd 

2 Refining 

■ lOCL (India Oil Corporation Ltd) 

■ BPCL (Bharat Petroleum Corporation Ltd) 

■ HPCL (Hindustan Petroleum Corporation Ltd) 

■ BRPL (Bongaigaon Refineries and Petrochemicals Ltd) 

■ MRPL (Mangalore Refineries and Petrochemicals Ltd) 

■ CRL (Cochin Refineries Ltd) 

■ MRL (Madras Refineries Ltd) 

3 Transport 

■ pipeline 

• crude oil - lOCL, ONGC, OIL 

• products - lOCL, HPCL, BPCL 

4 Marketing 

■ controlled products 

• lOCL 

• BPCL 

• HPCL 

• IBP 

■ free products 

• many other players for lubricants and other 
products, parallel marketing of liquefied 
petroleum gas 
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In the oil industry, multiple market players are already 
available 

New market players such as Petronet, RPL (Reliance 
Petroleum Ltd), Essar Oil Ltd, BORL, NRL 
(Numaligarh Refineries Ltd), and EIRP are also enter¬ 
ing the field 


Exhibit 3 Modernise transportation of petroleum products in 
India 



Exhibit 4 Grozvth prospects for oil pipelines in India 


Length 

(km) 

25000 1 


22993 



construction consideration 
m Length under stated category □ Cumulative length 
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Exhibit 5 Promoting and facilitating multiple market players 


1 As the oil industry is capital intensive, incentives such 
as the following are required 

® attractive returns on investment 
« zero customs duty for project imports even for pipe¬ 
line/marketing projects 
® MODVAT applicability to pipelines 
® infrastructure status to pipeline/marketing network 
® restrictions regarding investment in oil industry on 
PSUs (public sector undertakings) to be removed 

2 Being capital intensive, it is difficult for any player to 
leave the field 


Exhibit 6 Scope for competition and effective steps for promoting 
competition 


1 Competition already exists among the PSUs 

2 The PSUs are continuously trying to achieve higher 
market share 

3 Once APM (administered pricing mechanism) is dis¬ 
mantled, price competition may also start 

4 For free products, prices are being fixed near to import 
parity due to competition 
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Exhibit 8 Ensuring quality of products and services 


1 Competitive environment will automatically lead to 
further improvement in the quality of products and 
services 

2 Improvement in services is already evident in the form 
ofVision 2000 outlets, etc. 

3 Due to new technology, specifications of the products 
shall improve and be followed strictly 

4 A regulatory body may be constituted to give directions 
to meet certain specifications of the product and 
regulating practices 


Exhibit 9 Third-party access and common user facilitation 


1 Spare capacity of an oil company may be used by j 

others, particularly infrastructure such as pipelines, j 

tankages, and marketing network | 

2 Existing pipelines can facilitate common carrier princi¬ 
ple on commercial terms 

3 Petronet India Ltd has been formed to execute SPVs 
(special purpose vehicles) to transport petroleum 
products for various users 

4 For common use of pipelines, continuous availability of 
products at pumping site and ullage at delivery stations 
are prerequisites 

5 Tankages may also be constructed on pipeline ends on 

common user principle ! 


Exhibit 10 Security of national and territorial supplies and 
prevention of scarcities 


1 The regulatory body should ensure that facilities of oil 
companies are not concentrated in a particular area 

2 Particular area may be allotted to each oil company to 
ensure proper supply without any restriction on other 
oil companies to operate in that area 

3 The regulatory body may also ensure that profiteering 
is avoided 

4 Carrying cost to far-flung areas may be subsidized for 
maintaining reasonable prices 
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Supply of gas in India was first initiated in 1959 by OIL (Oil 
India Ltd) in Assam. Thereaftetj the Oil and Natural Gas 
Commission (now ONGC [Oil and Natural Gas Corporation 
Ltd]) commenced gas supply in 1964 in Gujarat. Utilization 
of natural gas in India which began around this period, picked 
up gradually from around 2 million standard cubic metres per 
day during 1970 to 4 million standard cubic metres per day 
during 1980. 

Huge fields of natural gas were discovered in the Western 
Offshore in the 1970s. The demand for natural gas picked up 
as it was a clean alternative fuel for use in various sectors, 
particularly fertilizer and power. Utilization of gas reached the 
level of around 13 million standard cubic metres per day by 
the mid-1980s. The Government of India constituted various 
expert groups to examine the options for optimal utilization 
of gas. These groups concluded that each fraction of natural 
gas should be put to optimal use in fertilizer production and 
power generation, and value-added products such as LPG 
(liquefied petroleum gas) and ethane/propane fractions as 
building blocks for petrochemicals to benefit the core infra¬ 
structure sector. It was also recommended that a separate gas 
processing and marketing company be formed and that a gas 
pipeline infrastructure and other processing plants be created. 

The government formed GAIL (Gas Authority of India 
Ltd) in August 1984 with the corporate mission ‘to accelerate 
and optimize the effective and economic use of natural gas 
and its fractions to the benefit of the national economy’. The 
formation of GAIL led to a rapid increase in the utilization of 
gas and the creation of the necessary infrastructure. Gas 
utilization has now increased to about 62 million standard 
cubic metres per day, and is being supplied to various sectors. 

The Government of India is deregulating the natural gas 
sector to encourage private participation in exploration, 
production, transportation, distribution, and marketing of 
natural gas within the country, as well as its import. It has 
announced significant policy initiatives to attract foreign 
investors in various areas of the natural gas sector. Among 
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others, these initiatives enable private companies, both foreign 
and Indian, to transport and market natural gas in the coun¬ 
try. In the future, many more players are expected to be 
operating, and the government is in the process of setting up 
an independent regulator for gas transportation, distribution, 
and marketing. The determined efforts of the government to 
enhance investment in the industry, disinvestment of equity 
for improved efficiency, and execution of joint ventures have 
resulted in tremendous opportunities to private investors. 

One of the significant factors fuelling investment in the oil 
and natural gas sector is the extensive oil and gas distribution 
infrastructure, such as cross-country pipelines, port terminals, 
tankages, etc., which has to be developed to meet the pro¬ 
jected requirements. The entire petroleum and natural gas 
sector has been opened for investments through joint ventures 
and strategic alliances. 


Regulation in 
the natural 
gas sector 


In most countries, gas transportation is an important area of 
economic activity and pipelines are subject to regulation. 
Since the mid-19708, liberalization and regulatory reforms 
have increasingly been discussed and implemented in the 
European countries. During the 1980s, these developments 
reached the US and Canada. In the second half of the 1980s, 
privatization and measures to encourage competition in the 
energy sector became prevalent in the UK. In the early 1990s, 
steps to create an internal market for energy in the European 
Union sparked off a debate on how^ to introduce competition 
in gas markets. 

The philosophy behind regulation is that consumer welfare 
will be maximized in all circumstances by leaving the private 
sector to pursue individual profit-maximizing strategies. This 
inspired the policy pursued by the Federal Energy Regulatory 
Commission of the US and similar institutions in other coun¬ 
tries. The justification for the liberalization and deregulation 
observed in recent years is a belief that competitive markets 
will, under most conditions, assure the efficient allocation of 
resources. Broadly, two types of market situations can justify 
regulation on economic grounds (1) where competitive solu¬ 
tions do not exist and (2) w'here competitive solutions do 
exist but are not efficient. In either case, government inter¬ 
vention may be appropriate either to remedy the failure or to 
accept failure and provide regulation. 

Monopoly arises w^hen the least-cost method of‘produc¬ 
tion’ is followed/practised by a single plant rather than 
several. If only one output is produced, the condition for 
natural monopoly is economies of scale. When more than one 
output is produced from the same plant, the condition is 
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economies of scope. In certain circumstances, the threat of 
other market entrants can produce a competitive solution, 
even though supply remains monopolistic. In such a situation, 
regulation may not be considered necessary because the 
competitive pressure of potential entrants is sufficient to 
encourage efficiency. 


j^rce typcs of regulation arc most relevant to gas transporta- 
Types of behaviour regulation, which shapes the behaviour of 

regulation firms in areas such as health, safety, and pollution control; 

(2) structural regulation, which takes place when a regulatory 
authority determines which firms can engage in particular 
activities; and (3) conduct regulation, which involves govern¬ 
ment measures to control the conduct of a given enterprise. 

European governments have tended towards direct regula¬ 
tion of pipelines through state ownership, whereas the US has 
attempted to direct the behaviour of private monopolies by 
regulating aspects of their conduct. The most common ap¬ 
proach has been to operate without earning abnormal profits. 
As gas transportation involves huge sums and has little or no 
salvage value, in general, pipeline companies are protected by 
appreciable barriers to entry and face high barriers to exit. 
Therefore, a pipeline company is often in a good position to 
exercise market power. In the view of some governments, this 
in itself is an argument for regulatory supervision. 

The degree to which pipeline market power can be exer¬ 
cised is determined by the following elements. 

■ The extent of pipeline dominance at the receiving and 
delivery points 

■ The way vertical transactions at these points are organized 

■ The degree of product-extension and integration into 
purchases and sales which occurs when pipelines operate as 
private carriers - engaging in joint sales of economically 
related but separate products, i.e., gas transportation and 
gas itself 

■ The pressure exerted by potential competitors, as deter¬ 
mined by the height of economic and technical barriers to 
pipeline entry and exit 


Gas pipelines: 
a natural 
monopoly 


The potentially strong market power of gas pipeline compa¬ 
nies stems, to a large extent, from lack of effective competi¬ 
tion. Economically, there is no feasible alternative to high- 
pressure steel trunk pipelines for distant transportation. 
Pipelines provide a practical link between gas producers and 
customers. As for potential competitors, they may seek either 
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£0 connect a spur line or build a new line. Competition 
among gas pipelines is also influenced by external factors. 

The natural gas business, which is of strategic importance, 
is usually managed by the government for the industrial 
development of the country. Governments, therefore, have an 
interest in the entire gas chain - from production to consump¬ 
tion - and seek to regulate the business in the national inter¬ 
est. In many countries, national interest has been served by 
state ownership of all or part of the gas chain. This approach 
has certain distinct features such as 
® avoidance of unnecessary competing infrastructure 
investments 

» development of the gas supply infrastructure 
« coordinated planning and legal enforcement rights for 
infrastructure. 

State support also gives confidence in other countries supply¬ 
ing gas either by pipeline or LNG (liquefied natural gas). Cum¬ 
bersome and often confrontational regulations are avoided since 
the state is deemed to act in the national interest. 

Free market principles suggest that all industries may 
operate more effectively and efficiently in the private sector. 
Disinvestment of state-owned gas companies is now consid¬ 
ered to be an important step towards increasing the competi¬ 
tiveness of the gas industry. Often, the gas industry has been 
regarded as a natural monopoly due to which disinvestment 
has presented associated issues in certain countries. 


To examine the various options, the government commis- 
ptions or sioncd a studv, which was conducted by NERA (National 

regulation Economic Research Associates), UK, under the technical 

assistance of the Asian Development Bank. NEIU‘\ recognized 
the need for an independent regulator for the oil and gas 
sector to provide a stable and impartial regime to attract and 
promote private participation. 


Tariff and 
pricing issues 

Principles of 
tariff structure 


Gas pipeline projects are large investment projects with asso¬ 
ciated risks, such as construction risk, completion and guar¬ 
antee risk, throughput and demand/supply risk, foreign 
exchange risk, operating risk, take or pay risks, etc. Therefore, 
while designing a tariff structure, the following factors should 
be taken into consideration. 

® Tariff is competitive with the alternative fuel at the burner tip 
even at distances far away from the producing centres. 

® Tariff should be able to provide adequate returns to stakeholders. 
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Relationship 
between 
regulator and 
tariff 


Methods of 
tariff 
determination 


0 Tariff should be transparent and acceptable to all parties 

involved including consumers. 

B Tariff should be able to encourage more investments by 

ensuring that the projects are bankable. 

The tariff structure should aim at achieving an adequate 
debt-service covering ratio of about 1.5 in such projects. The 
tariff so set should be able to generate a sufficient project 
internal rate of return. There are strong contractual obliga¬ 
tions amongst all players in the transmission business includ¬ 
ing shippers, transmitters, and consumers. 

Among the factors to be taken into account while determining 
the need for regulation is the number of players in the gas 
T&D (transmission and distribution) industry as well as the 
investments required. The larger the investments and number 
of players in the field, the more the need for regulation in 
order to have a level playing field. 

While tariffs and pricing are in the domain of the regulator 
in a system where large volumes of investments are to be 
made with a large number of players, investor expectations 
also have to be taken into consideration for the success of any 
industry. In other words, while competition is welcome, there 
has to be a reasonable rate of return on the investments made 
in the said sector to stimulate more investment and the 
growth of the industry. This would not only inspire invest¬ 
ments and growth in the downstream utilization industry, 
such as fertilizer, power, and other sectors using natural gas, 
but also help the overall industrial development of the 
country. Thus the economic growth rate of a developing 
country like India would, in the long run, be dependent on 
the types and intensity of regulation, the pricing and tariff 
structures which come into play, and the resultant economic 
development. 

While stimulating investments through appropriate tariff 
structure in the gas production and transportation business, 
it has to be taken into consideration that large storage and 
stand-by facilities in downstream industries need to be 
created. 

Thus, tariff should be complementary to such investments 
to make the use of natural gas competitive with other fuels, 
thereby encouraging its use and inspiring T&D companies to 
have a reasonable rate of return. 

There are several ways of arriving at the T&D charges, one of 
which is after allowing for all costs and a reasonable rate of 
return. In such a situation, cost determination is based solely 
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on costs given by gasT&D companies, which can be open to 
dispute. Another uncertain issue is whether the costs should 
be based on replacement value or on book value of assets. 
Further, there are no fixed standards as to what a reasonable 
return could be, which could vary from situation to situation. 
There is also no incentive for reduction in costs in tariff based 
on cost-plus return basis. 

Under the entry and exit methodology, tariff charges 
depend upon the distance of the pipeline between the point 
w’here the gas enters the system and the point where it is 
taken out. The customer is charged an entry fee for entering 
the transmission system at a defined point and also pays an 
exit charge which depends on the distance through which gas 
is transmitted before its reaches the exit point. However, as 
the entry fee to the system is generally high, there is a ten¬ 
dency for short-distance customers to be charged more than 
those who are at a longer distance. 

Another methodology which can be adopted for pricing on 
the transmission system is the long-run marginal cost. Here, 
the cost of transporting an extra kilo calorie or volume of gas 
through the system is calculated and the principal cost related 
with transporting additional volumes per kilo calorie is the 
cost of reinforcing a transmission system so that it is capable 
of operating under extreme conditions with additional de¬ 
mand. These costs are taken into consideration w’hile fixing 
the tariff for any consumer on the transmission system. 

Experiences in To prevent the possibilities of monopolistic pricing of T&D of 

tariff setting/ gas in the US and the UK, the regulator is empowered to fix 
pricing transmission tariff and distribution charges. However, in 

Britain, Ofgas is proposing to reduce regulation of the trans¬ 
mission system to the absolute minimum. As a result, certain 
areas such as storage, meter reading, ownership and mainte¬ 
nance of meter, etc., are being unbundled, and separate 
formulas in the form of revenue caps are being introduced 
and opened to competition and third parties. In countries like 
Canada, regulators have published guidelines for consumers 
and transporters to conclude voluntary agreements instead of 
having a regulatory intervention. 

In the Indian situation, tariffs can be fixed either by the 
regulator or by the market. In the long run, transmission costs 
are likely to be lower in proportion to the total cost of gas to 
the consumers and could result in a higher margin to 
producers/importers, w^ho will be free to charge net back 
prices. Under such circumstances, a light-handed system is 
suggested, w'here the regulator could have the responsibility 
for facilitation of transportation contracts rather than 
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Service quality 
and supply 
security 


Conclusion 


controlling prices. The regulator could be empowered to 
prescribe guidelines for arriving at transportation tariff and 
distribution charges and also to settle disputes referred to by 
concerned parties. 

Service quality and supply security is an important aspect of 
regulation in the gas distribution sector. This is necessary to 
ensure that the interest of consumers are protected besides 
addressing the issue of quality of service and security of 
supply by the regulator. The regulator must also ensure that 
standards set for safety of theT&D network are complied with 
by all players in the gas sector. 

The Government of India is pursuing the setting up of a 
regulatory authority which would broadly cover all relevant 
points and take into account the requirements of various 
players in the natural gas industry. In this context, a natural 
gas act is being formulated, which is likely to be in place soon. 
With the opening up of the economy and the liberalized terms 
under the New Exploration and Licensing Policy and coal¬ 
bed methane policies, many more players are likely to come 
forward in the natural gas industry. 
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Exhibit 1 Enron Oil and Gas India, Ltd: experiences in trans¬ 
portation 

1 Offshore 

■ System of the ONGC (Oil and Natural Gas 
Corporation Limited) 

• pre-Tapti and Panna-Mukta - 36 inch (91.44 cm) 
and 42 inch (106.68 cm) parallel pipelines from 
South Bassein to Hazira 

• post-Tapti and Panna-Mukta - 18 inch (45.7.- cm) 
pipelines tie-in to both of ONGC s pipelines 

2 Tapti 

■ Direct option 

• new pipeline from Tapti to Hazira 

• owned and operated by JV (joint venture) 

■ Tie-in option 

j • JV pipeline to tie in with ONGC s pipelines 

I • no operational or financial disadvantage_ 
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Exhibit 3 Experiences in tariff 


1 Issues in avoided cost methodology 

■ capital cost differential 

® operating expense differential 
® throughput basis 
® rate of return 

2 Possible reasons for difficulties in tariff agreement 

■ no existing framework and experience 

a no regulatory body to implement the framework 

■ changing environment for the ONGC and other 
public sector undertakings 

■ desire by the ONGC to show that the maximum 
tariff was received 


Exhibit 4 Gas pipeline tariff 


1 Need to develop a regulatory framework 

2 Establish a regulatory authority and organization 

3 Establish basis for tariff rate-making 


Exhibit 5 Basis for tariff: cost of service model 


1 Development of cost of service 


2 Classification of costs 


3 Allocation of costs 


4 Design of rates 



Exhibit 6 Cost of service 


1 Development of overall cost of service 

O&M (operation and maintenance) expenses 
+ depreciation 
+ return on rate base 
+ income taxes 
+ other taxes 
= Total cost of service 
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Exhibit 7 Cost of service model 


1 Rate base 

Gas plant in service 

Less: accumulated provision for depreciation 

Equals: net plant in service 
Plus: working capital 

Less: accumulated deferred income taxes 

Equals: rate base 

Typical of the FERC (Federal Energy Regulatory 
Commission) rate-base calculations 


Rate of return (example) 


Component 

Ratio {%) 

Cost (°o) 

RoR 

component {%) 

Long-term debt 

50 

8 

4 

Common equity 

50 

14 

7 

Total 

100 


11 


Note Return - RoR (rate of return) x rate base 


All elements of cost of service simply recover projected 
costs except for the RoR component on equity 

In regulatory theory, a pipeline’s net income equals the 
common equity RoR component multiplied by the rate base 
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Exhibit 8 Rate development schematic 



Exhibit 9 Cost classification: cost behaviour and cost recovery 


1 Cost behaviour: fixed versus variable 

■ Fixed 

■ Variable 

• Depreciation 

• Gas purchase costs 

• Interest 

• Fuel 

• Equity return 

• O&M (portion) 

• Income taxes 

• Other revenues (portion) 

• Other taxes 


• O&M (portion) 


* Other revenues (portion) 

2 Cost recovery: demand versus commodity 

■ Demand 

■ Commodity 

• fixed charge that is 

• charge that is paid for 

paid regardless of 

each unit of gas sold or 

actual sales 

transported 

or throughput 
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1 The Government of India has initiated phased disman¬ 
tling programme of APM (administered pricing mecha¬ 
nism) and rationalization of duty structure w.e.f. 1 April 
1998. 

2 Transition phase will be from 1 April 1998 till the termi¬ 
nal year 2001/02. 

3 During the transition period, the following have been 
initiated. 

» Cost-plus formula payable to indigenous crude oil 
producers is withdrawn. 

® Retention pricing concept for all refineries (existing and 
new has been withdrawn w.e.f. 1 April 1998). 

■ Petroleum products have been segregated into control¬ 
led and decontrolled products. Controlled products are 
motor spirit, high speed diesel, superior kerosene oil, 
liquefied petroleum gas, and air turbine fuel. Consumer 
prices of controlled products are administered. 

■ Tariff adjusted import parity price at refinery gate for 
the new' refineries and adjusted import parity prices for 
the existing refineries to be fixed for controlled prod¬ 
ucts. 

■ Tariff adjusted ex-refinery gate price based on principle 
of landed cost 

• free on board 

• insurance 

• freight 

• ocean loss 

• landing charges 

• customs duty 

■ Import of deficit controlled products, marketing distri¬ 
bution, and pipelines transportation of crude and 
controlled products are covered under administered 
regime. 

4 Actions still to be taken 

■ Subsidy on kerosene to reduce in a phased manner and 
the consumer prices to be increased every year. 

■ Transparency in the passing on of freight and other 
under recoveries to consumers. 
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5 Servicing and amortization of oil bonds issued to the oil 
companies against their outstandings. Low ex-refmery 
gate prices of controlled products based on import parity 
on account of fall in prices of petroleum products in the 
international market. Huge surplus in oil pool account 
resulting in speedy redemption of oil bonds. 

6 Government to reduce customs duty on raw material, 
namely crude oil, in a phased manner so that the differen¬ 
tial between customs duty on finished products included 
in the ex-refinery gate price build-up and the customs 
duty on crude oil provides reasonable tariff protection to 
the refining sector specially to the new refineries being set 
up. 

7 Current tariff structure provides negative protection to the 
new refineries. 

8 Due to the South-East Asian crisis product prices have 
fallen steeply in international market squeezing refining 
margins. At current margins investments in new refineries 
have become unviable. 

9 Reasonable and adequate tariff protection is necessary by 
providing import duty differential between products and 
crude along the lines indicated in the finance budget 
proposal, 1998. 
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Oil industry in 
India: a 
perspective 


Till recently, India’s petroleum industry was subjected to 
extensive checks and controls in every sphere of petroleum 
activity - E&P (exploration and production), refining, market¬ 
ing, and distribution. The close regulation by the ministry was 
achieved through 

a the OCC (Oil Coordination Committee) in the down¬ 
stream petroleum sector, which performed the functions of 
planner, coordinator, adviser, and regulator 
® direct control in the upstream sector. 


The oil price hike in 1973/74 was a major shock, which 
propelled governments the world over to intervene in the oil 
sector. In countries like India, which w^ere heavily dependent 
at that time on imported oil, the interventions were especially 
pronounced. 

In the 1960s-1970s, a wave of nationalization covered all 
facets of the economy, including the oil sector. In India, 
foreign oil companies were taken over and the government 
brought the entire petroleum sector under its fold with a view 
to achieve regulated growth of oil companies. This was char¬ 
acterized by heavy government controls and justified on the 
basis of securing adequate, stable, and reasonably priced oil 
supplies. The oil sector was subjected to extensive licensing, 
restriction on trade in crude and products, and price controls 
with subsidy for the economically vulnerable sections of the 
society. The entire downstream industry operated under a 
cost-plus system, termed as APM (administered pricing 
mechanism) in industry parlance. Under this system, all 
downstream entities - refining, marketing, and distribution 
companies - are provided with a post tax return of 12% on 
their net worth. 

In the 1980s, once again there were radical changes in 
policies across the developing countries, with the role of 
governments in the oil sector being increasingly questioned. 


The views expressed in this paper by the writer are in his personal capacity. 
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The world oil market changed significantly and many coun¬ 
tries from Latin America and sub-Saharan Africa to East Asia 
reduced the extent of state control and moved closer to a 
competitive oil market. Most of these reforms have either 
been decontrol of the sector(s) inviting private participation 
or a more direct large-scale privatization programme. 


Major 

considerations 

for 

deregulation 


Worldwide, the regulated system suffers from major draw¬ 
backs. 

■ The APM, being a cost-plus system, shackles innovations 
and gives low premium to efficiency. 

8 The cost-plus system has led to non-optimal investment 
decisions which are not in conformity with market dynam¬ 
ics. 

■ Since product pricing is controlled by the government, 
political compulsions resulted in delay in revision of prices, 
leading to large under-recoveries at times. 

■ The regulated regime discourages foreign investment since 
transparency is a prerequisite in a market-driven system. 

■ Under the APM, there have been distortions in product 
prices, which have led to serious complications for the 
industry. 

■ With incremental investment being the need of the hour in 
all spheres of industry - E&P, refining, pipelines, ports, 
shipping, tonnage, terminals, and depots - domestic/inter¬ 
national debt for these projects is unlikely to materialize in 
the maze of price controls and pool accounts. Under the 
regulated scenario, foreign investors are not willing to 
invest as transparency is low. 


A new world 
order 


With a more stable situation prevalent in the world oil market 
since the mid-1980s and a universal agreement worldwide on 
the merits of a free market, there has been a progressive 
decline in the extent of government intervention in the oil 
sector. These trends are also being increasingly witnessed 
across Asian economies; Japan, Malaysia, Thailand, and The 
Philippines are undergoing similar transition paths and mov¬ 
ing away from a heavily regulated oil sector to more market- 
based systems. In India too, a combination of such factors has 
been at play. There has been a discernible move away from the 
previously followed heavily regulated policies to a more 
deregulated environment. 

Various steps were initiated first for macroeconomic re¬ 
forms by the Government of India including devaluation of 
the rupee, floating currency, attempts to control fiscal deficit, 
and changes in industrial/exim policy. This was followed by 
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sectoral reforms. The debate on deregulating a key sector of 
the Indian economy, the petroleum sector, had been going on 
since early 1991 with the commencement of economic liber¬ 
alization in India. 

With an oil-gross domestic product elasticity of more than 
unity, India has been one of the world’s fastest growing oil 
markets. Subsequent to reforms in 1991, oil consumption has 
been growing at a compound annual rate of growth of over 
6% for the last three years, the rate of growth for the year 
1995/96 being even higher at 10%. With a consumption of 
79 million tonnes in 1996/97, India is the fourth-Iargest oil 
market in Asia. With the growth in demand expected to re¬ 
main healthy over the next decade, projections indicate that 
demand in India would reach a level of 155 millions tonnes by 
2006/07. 

This would entail massive investments in all spheres of the 
oil sector. Estimated investments in the refining and market¬ 
ing sectors alone for the Ninth Five-Year Plan (1997- 
2002) are about 258 billion rupees (7 billion dollars). Private 
capital would need to play a large role in supplementing 
efforts of the PSUs (public sector undertakings) in fuelling 
the need of the Indian economy. 

Some of the key objectives for ushering in deregulation are 
listed below. 

» Increased competition by allowing entry of more players in 
the market. A competitive environment provides the neces¬ 
sary boost for companies to deliver value to customers and 
provide products at reasonable prices. 

® A sector driven by market forces is likely to attract invest¬ 
ment capital and receive favourable responses from the 
international community, thereby facilitating investment in 
a deregulated market. 

® Price decontrol will mitigate political interference in deci¬ 
sions relating to the economic pricing of petroleum prod¬ 
ucts. The experience of the powder sector in respect of 
domestic and agriculture tariffs is reflective of the effect of 
political interference on the health of the sector. 

The objectives would desirably result in a large number of 
players in this sector. However, unless this is accompanied by 
a competitive environment, the objective of efficiency is 
unlikely to materialize. Against the above backdrop, the 
MoPNG (Ministry of Petroleum and Natural Gas) had set up 
an oil industry R Group (restructuring group) to prepare a 
detailed time-bound programme of reforms in the oil sector. 
The basic objective w'as to create conditions facilitating the 
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entry of the private sector in the Indian oil sector, which is 
expected to lead to a more competitive oil market. 

The R Group was set up under the chairmanship of the 
Secretary, MoPNG. It comprised representatives from the 
public and private sectors and economists and other industry 
experts. The R Group made several recommendations and 
also prepared a time-bound programme for introducing 
reforms (see Annex 1), 

In the meantime, several measures have already been put in 
place to encourage private participation in the petroleum 
sector and to dilute government holdings in existing PSUs. A 
large number of such measures relate to both the upstream 
and the downstream sectors. Of particular importance are the 
opening up of the upstream sector to private entrepreneurs, 
granting of permission to set up refineries in private or joint 
sectors, and introduction of parallel import and marketing of 
select petroleum products. 

Vital sectors like hydrocarbons, which are extremely impor¬ 
tant for the economic development of the country and affect 
all spheres of life, cannot be left fully to market forces. De¬ 
regulation does not, in any way, imply a complete removal of 
all checks and balances in the system. 

The OCC’s role and activities in the downstream sector 
would undergo significant revision in the post-APM scenario. 
The OCC in its current form would no longer exist, and 
would be replaced by two bodies - the regulatory body and 
the Petrofed (Petroleum Federation). During the transition 
period, all the functions of the OCC would be performed by 
the regulatory body and Petrofed. In the final state, i.e., post- 
APM, some functions would become redundant and would be 
regulated automatically by the market. 

The roles of the ministry and the regulatory body would be 
well defined. The government will continue to frame certain 
basic policies for the petroleum sector such as tariffs on crude 
and products, subsidy on sensitive products, allocation of 
superior kerosene oil for each state, product specifications, 
and issues of safety, health, and environment. 

The functions of the proposed regulatory bodies in the upstream, 
downstream, and gas sectors are given in Annexes 2, 3, and 4. 

The basic objective of putting a proposed regulatory frame¬ 
work in place is to protect consumer interest and ensure that 
consumers get best value in terms of quality, quantity, price, 
goods, and services. In order to achieve this, the regulatory 
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framework should promote all activities and actions, which 
are important components in realizing this objective. 

The nature and degree of regulation is dynamic and will 
change over time. The regulator will require authority to 
implement government policy in a climate of market uncer¬ 
tainty and would, therefore, need a range of powers - from the 
most active to the most passive. Therefore, the regulator 
would need to have both the flexibility and the authority to 
determine the appropriate degree of regulatory interventions. 
The regulator would have to be guided by two prime objec¬ 
tives (1) to promote and safeguard competition, and (2) to 
regulate with a light hand. 

During the transition phase, the extent of regulation may 
have to be greater and more interventionist than under condi¬ 
tions of full competition. 

It is also imperative to clearly define the lines of demarca¬ 
tion between the ministry and the regulatory authority, which 
would be valid both in transition and in a totally deregulated 
environment. The ministry's responsibility would be to set 
policies for the oil sector, i.e., define the rules under which 
companies will operate in the Indian oil sector. The regulatory 
body must ensure that rules laid down by the MoPNG are 
adhered toj existing players do not create barriers to entry for 
new players; the industry does not indulge in cartelization; the 
interests of the consumers are fully protected; and improve¬ 
ment/changes, if required, in policies and rules are recom¬ 
mended to the government. 

The regulatory agency must be an independent institution, 
professionally managed with well-defined targets and account¬ 
ability, and should not be a subordinate office of the ministry. 
This would be most essential in the transition phase where 
functions of regulatory agencies would be closely watched by 
prospective investors and the industry. 

Independent funding of the agency would be a critical 
factor, perhaps through a cess on the sale of oil products or 
through budgetary appropriation of the government. The 
mechanics of the management of transition is as important as 
management in a totally deregulated scenario. It would be 
essential, during transition especially, to prioritize various 
functions and roles identified with the regulatory body. Such 
prioritization would take cognizance of the fact that during 
transition, existing bodies, for example, the OCC, would 
continue to function concurrently with the proposed 
regulatory bodies. The OCC has been doing an excellent 
coordination job in allocating crude to various supply 
plants, product movements from refineries, the shortfall being 
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made up by imports, etc. Sudden withdrawal can only lead to 
dry-outs in far-flung areas and non-availability of crude. The 
transition from the OCC to regulatory body will have to be 
smooth and flawless to achieve the objectives of deregulation. 

The regulatory authority would not only have to prioritize 
its functions and responsibilities but also draw a clear-cut 
time frame for various activities and inform the existing 
regulatory body requiring the switch-over of roles. 

It is important to focus on the following aspects. 

■ The transition from current systems to the system where 
regulatory bodies take over has to be phased out smoothly. 

® The prioritization of functions must be defined for each 
regulatory body. Functions crucial for implementation 
would need to be developed first, followed by gradual 
evolution of other roles. 

“ Coordination amongst the different regulatory bodies must 
be ensured. The government has proposed a structure for 
regulatory bodies which would consist of the government 
itself, the regulatory authority, and voluntary association of 
oil companies. 

Presently, functions carried out by the ministry and the OCC 
would be distributed amongst these three bodies. While a few 
functions such as setting up of policies will remain with the 
government, other functions would be distributed among the 
regulatory authority and voluntary associations. 

The role of regulatory bodies and those who will be regu¬ 
lated must be fully understood to enable smooth operations of 
the industry, especially in the initial phase. While it would be 
necessary to maintain an optimum distance from those who 
are being regulated, the regulatory body will have to adopt a 
partnership approach / participative management style. Work¬ 
shops, seminars, communications, and public hearings would 
help to infuse confidence and spread the message of transpar¬ 
ency. Knowledge-based decision-making, based upon sound 
economic, legal, and management research is mandatory. 

With a view to facilitate implementation of the proposed 
regulatory structure, whether upstream, downstream, or gas, 
the schemes should have minimum provisions and the rest 
may be left for the government to decide whenever any seri¬ 
ous problem which the regulator is unable to solve arises. The 
regulator’s role has to be that of a developmental and infor¬ 
mation gathering body and supplier of this information to the 
industry. 

A non-bureaucratic culture would be imperative for effec¬ 
tive functioning. The industry would be looking for stable 
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arrangements about basic issues such as how the market 
would work. Therefore, it would be necessary for the regula¬ 
tory body to make the rules of the game absolutely clear, 
which should not change on a case-to-case basis. The policies 
and procedures of the government would have to be well 
defined to avoid unnecessary delays especially when huge 
investments are involved at high risk factors. 

Entry and exit barriers have to be removed. Restructuring 
the ministry’s functions is an important issue since its func¬ 
tions will be reduced and the ministry will assume a different 
character with the setting up of an independent regulator. A 
change inside and outside the ministry is essential. It is also 
important to ensure cohesive functioning between various 
ministries including the MoPNG, the MoST (Ministry of 
Surface Transport), the MoF (Ministry of Finance), the xMoR 
(Ministry of Railways), and the MoEF (Ministry of Environ¬ 
ment and Forests). 

It would be necessary to have a goal-based approach with a 
view to evaluate the functioning and performance of the 
regulatory agency. The body must be given a concrete time 
frame for various activities with clear accountability for per¬ 
formance since a number of companies including PSUs would 
no longer operate in downstream alone but would opt for an 
integrated approach and hence, would have to coordinate 
actively with different regulatory bodies. Unless performance 
criteria and targets are fixed for regulatory authorities, it w'ill 
become difficult for oil companies to meet their business 
plans. 

Any rule framed by the regulator should be conducive to the 
fast development of infrastructure, which would be one of the 
most critical differentiators in a rapidly changing petroleum 
sector. Speedy execution of the infrastructure in a compressed 
time frame w^ould certainly form a key performance area, 
especially in the transition phase. Accord of approvals for 
development of ports and joint ventures is an area where 
speedy and expeditious approvals would be needed. 

The role of risk as an essential element of oil enterprise is 
well established. The regulatory body will have to create an 
environment for enterprises to take risks. Increased risk w’ould 
also mean increased returns. In transition, the regulatory body 
while fixing rates should ensure that the same helps in en¬ 
couraging investment in infrastructure. Any price intervention 
by the regulator must be discussed openly and with transpar¬ 
ency. 

The regulatory body must pay attention to developing spot 
markets, features, and options in the sector, which though 
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very common in the international oil market, still do not exist 
in India. An important aspect where the regulatory body 
should not interfere in any way is concerning the manner of 
purchase that a particular company adopts. It would be essen¬ 
tial to see that it has adequate information. In a competitive 
environment, companies would prefer to choose the best 
means of buying crude or products that may involve high risk 
but carry a promise of high return. Therefore, there should 
not be any interference from the regulatory body in specifying 
or laying down a certain share accruing from long-term 
contracts. At the same time, long-term supply arrangements 
are a function of interest of the supplier and buyer. It could be 
that a particular supplier feels secure (with a guaranteed 
return) and therefore prefers a long-term contract with a 
stable and assured buyer. 

During the transition phase, the regulator must ensure free 
flow of products to enable oil companies to maximize value 
addition. Supply plans will have to be drawn up and the 
regulator will monitor these. Such a mechanism will however 
apply only to the transition stage. 

The regulatory body has to play an equally important role 
in the completely deregulated environment. It needs to have 
effective enforcement machinery when the market is being 
exploited and when problems arise on account of carteliza¬ 
tion. The regulatory body will function as a quasi-judicial 
authority to deal with direct complaints of consumers or 
complaints from oil operators against others and take neces¬ 
sary action. The body will have the role of watching, monitor¬ 
ing, anticipating, and directing the sector. Ensuring 
availability everywhere and concessional prices for certain 
sectors is an important function to be discharged by the 
government. The regulatory authority has only to decide 
whether the policies of the government are being followed by 
oil operators or not. 

The regulatory body is responsible for effective coordina¬ 
tion and interaction with various agencies such as the 
MoPNG, Petrofed; other regulatory bodies such as the DGH 
(Directorate General of Hydrocarbons), the Gas Regulatory 
Body, the Central Electricity Regulatory Commissionj other 
bodies such as the Oil Industry State Directorate, the Centre 
of High Technology, the Petroleum Conservation Research 
Association, the Bureau of Indian Standards, pollution con¬ 
trol boards; and other ministries like the MoEF, the Ministry 
of Industry, the MoST, the MoF, the Ministry of Power, and 
the Ministry of Coal. 

The regulatory authority must interact closely with 
Petrofed both while defining the rules and regulations for 
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effective operation of the downstream petroleum sector and in 
determining the qualifying criteria and measures of efficiency. 
The regulatory authority must get constant feedback from 
Petrofed to enable the commission to be responsive to the 
needs of industry and interpret and influence policy as 
required. 

The regulatory authority would essentially ensure that 
government policy objectives are achieved in regulating the 
downstream oil sector. Thus the regulatory authority would 
derive its framework for regulation from the policy outlined 
by the Government of India. At the same time, the regulatory 
authority would be expected (since it would be well placed) to 
bring to the attention of the government any policy changes/ 
interventions required to achieve better safeguards for na¬ 
tional and consumer interests. 

While the functions of the regulatory authority have been 
defined to regulate the activities of the downstream oil indus¬ 
try, several backward and forward linkages would exist with 
other economic activity areas regulated by their own mecha¬ 
nism, e.g., E&P activities would be regulated by the DGH. As 
such, crude availability, which is an essential input to down¬ 
stream activity, falls under the purview of the DGH. Similarly, 
the natural gas sector is likely to have its own regulatory 
mechanism, although there are several cross-influencing issues 
between natural gas and petroleum products, particularly aris¬ 
ing from the fact that these are substitute energy forms. On 
the downstream side, the electricity sector is a major con¬ 
sumer of petroleum products. This sector shall be regulated 
by the Central Electricity Regulatory Commission and the 
state electricity regulatory commissions. 

The regulatory authority, as part of its functions, would 
ensure compliance with standards guidelines described by 
various bodies with regard to safety, health, environment, and 
quality issues relating to the downstream petroleum industry, 
products, and services. These bodies would include the Oil 
Industry State Directorate, the Centre of High Technology, 
the Petroleum Conservation Research Association, the Bureau 
of Indian Standards, and others. Hence apart from ensuring 
compliance with standards specified by such bodies, the 
regulatory authority would also provide the necessary feed¬ 
back to these bodies on possible changes, modifications/ 
additions that may need to be put in place on the basis of its 
interactions with the industry, consumers, and a survey of the 
international literature. 

A large number of other ministries or the Government of 
India would also be setting policies that would influence 
operations of the downstream petroleum sector. Most 
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important among them are the MoF, the MoEF, the MoR, 
and the MoST. The regulatory authority would provide the 
necessary interaction between the various boards in the down¬ 
stream petroleum sector and also set mechanisms in other 
ministries. 

As regards local level coordinators, since it is envisaged that 
there will be a gradual shift to a market-driven system, the 
role of coordinators would get marginalized except in the 
event of emergency. In such situations, the existing coordina¬ 
tors, who move back to the parent company, and the dormant 
coordinators could be activated for a short period. 

As mentioned earlier, the regulatory authority would have 
to be put in place along with the OCC with gradual transition 
in a phased manner. 

On account of close linkages between various functions - 
E&P, downstream, and gas - it would be essential for regula¬ 
tory bodies to ensure close coordination, especially with 
regard to functions which overlap. Issues which could be 
common to different regulatory bodies would need to be 
resolved through structured periodical meetings, etc., to 
facilitate faster decision-making which the industry investors 
would be looking for. 
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Annex 1 

Proposed 
phasing of 
reforms as 
envisaged by 
the R Group 


Phase I 1996-98 

H Rationalization of retention margin 

® Withdrawal of the concept of a retention margin for refineries 

= Deregulation of natural gas pricing 

■ Decanalization of furnace oil and bitumen 

■ Partial deregulation of the marketing sector including 
freedom to appoint dealers/distributors 

“ Removal of the subsidy on HSD (high speed diesel) / 
reduction of the subsidy on kerosene, LPG (liquefied 
petroleum gas), and input for fertilizers 


Phase II 1998-2000 

■ Pricing of indigenous crude on the basis of average FoB 
(free on board) price of imported crudes (inclusive of cess 
and royalty) 

■ Rationalization of royalty and cess 

■ Further deregulation of the marketing sector 

« Further reduction of subsidy on kerosene, LPG, and input 
for fertilizers 


Phase III 2000-02 

■ Decanalization of aviation turbine fuel, HSD, and motor 
spirit 
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Annex 2 

Functions and 
responsibilities: 
regulatory 
authority for 
the upstream 
sector 


1 To provide technical advice to the MoPNG on issues 
relevant to the exploration and optimal exploitation of 
hydrocarbons in the country and on the strategy of taking 
up exploration and exploitation of oil and gas reserves 
abroad by national oil companies. 

2 To review the exploration programmes of companies 
operating under Petroleum Exploration Licences granted 
under the Oilfields (Regulation and Development) Act, 
1948 and the Petroleum and Natural Gas Rules, 1959 
with a view to advising the government on the adequacy 
of these programmes. 

3 To reassess the hydrocarbon reserves discovered and 
estimated by the operating companies in discussion with 
them. 

4 To advise the government on the offering of acreage for 
exploration to companies as well as matters relating to 
relinquishment of acreage by companies. 

5 To review the development plans for commercial discover¬ 
ies of hydrocarbon reserves proposed by the operating 
companies and advise the government on the adequacy of 
such plans and exploitation rates proposed and matter 
relating thereto. 

6 To review and audit concurrently the management of 
petroleum reservoirs by operating companies and advise 
on any mid-course correction required to ensure sound 
reservoir management practices in line with the optimal 
exploitation of reserves and the conservation of petroleum 
resources. 

7 To regulate the preservation, upkeep, and storage of data 
and samples pertaining to petroleum exploration, drilling, 
production of reservoirs, etc., and to cause the preparation 
of data packages for acreage on offer to companies. 

8 To advise the government on the laying down of safety 
norms and framing regulations on safety in oil field opera¬ 
tions, prescribe pollution control measures, and assist in 
inspection and periodic safety audit. 

9 To issue essentiality certificate for import of goods re¬ 
quired in the oil industry for exploration and exploitation 
activities. 

10 All other matters incidental thereto and such other func¬ 
tions as may be assigned by the government from time to 
time. 
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Annex 3 

Functions and 
responsibilities: 
regulatory 
authority for 
the 

downstream 

sector 


Subject to provisions of the Act, the regulatory authority 

shall have powers to issue directions, pass orders, and 

secure compliance in respect of the following functions 

through any person(s) charged with that responsibility. 

® Implement the oil policy outlined by the Ministry of 
Petroleum and Natural Gas, emphasking the guarantee 
of supply of products throughout the country. 

® Protect consumers’ interests with respect to price, 
quality, and availability of products and give necessary 
directions to ensure this. 

■ Require any potential investor interested in setting up a 
downstream facility - be it related to refining, import, 
transport infrastructure, marketing, or distribution - to 
submit an attested copy of the Memoranda of Entrepre¬ 
neurship, provided that such submission shall not 
exempt the investor from securing all other statutory 
clearances with respect to quality, health, safety, and the 
environment from proper authorities. 

■ Levy fees at such rates and in respect of such services as 
may be determined by regulations. 

■ Regulate the working of the downstream oil organiza¬ 
tions and promote their working in an efficient, eco¬ 
nomical, and equitable manner; and settle disputes 
between various entities connected with downstream oil 
operations. 

« Promote competitiveness and progressively involve the 
participation of the private sector, while ensuring a fair 
deal to consumers. 

® Promote fair trade and prevent cartelization and mo¬ 
nopolies and combinations in restraint of trade and any 
unfair competition in the downstream oil industry; 
encourage practices that serve the public interest and 
are intended to achieve efficiency and cost reduction. 
For such purposes, the regulatory authority may resort 
to public hearing. 

■ Verify the compliance of strategic stock holdings, as per 
the coordinated plan submitted by Petrofed, with the 
government order covering both the quantity and the 
geographic location of such stocks, and ensure its 
proper management and disposal. 

® Inspect, either directly or through agreements, with 
recognized authorities appointed by the regulatory 
authority, the activities of the petroleum industry 
including compliance with safety and environmental 
standards/guidelines, as well as apply administrative 
and monetary penalties foreseen by law, regulation, or 
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contract; also including the strategic stocks being held 
by the designated parties. 

■ Organize and maintain the information and technical 
data bank related to downstream petroleum activities; 
publish international oil prices so as to enhance public 
awareness towards determining the reasonableness of 
market prices; obtain demand forecast for petroleum 
products in different parts of the country from Petrofed 
for its own or government use. For this purpose, the 
regulatory authority may draw on other bodies for 
technical support/inputs. 

« Oversee and encourage good practices with respect to 
the conservation and rational use of oil and its products 
and the preservation of the environment. 

■ Facilitate policy formulation that would further the 
above objectives and provide an interface through 
which interactions with other ministries / regulatory 
bodies on matters of common interest can be chan¬ 
nelled. 

■ Assist the government in the planning and development 
of the downstream oil industry and in the management 
of crisis situations. 

■ Ensure transparency while exercising its power and 
discharging its functions. 

■ Give directions to concerned authorities. 

2 The regulatory authority shall have the power to act as 
arbitrator or to nominate arbitrator or arbitrators to 
adjudicate and settle disputes arising between the compa¬ 
nies in accordance with the provisions of this Act and the 
regulations to be prescribed and this shall be a condition 
of operation. 

3 The regulatory authority will entertain the grievances 
brought to its attention by those parties that show cause 
of such grievances adversely affecting the efficient func¬ 
tioning of the downstream petroleum business or the 
protection of consumer interests vis-a-vis the downstream 
petroleum business including the delivery and usage of 
petroleum products. 
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Annex 4 

Functions and 
responsibilities: 
regulatory 
authority for 
gas 


1 The regulator shall prescribe guidelines for arriving at 
transportation tariffs and distribution charges. 

2 The regulator will also fix limits in respect of import cost 
of liquefied natural gas / natural gas and on cost of pro¬ 
duction of domestic gas. However, this will not be done 
on a case-by-case basis. 

3 The regulator will select distribution companies for spe¬ 
cific areas in a fair and transparent manner. 

4 The regulator can intervene in cases of disputes. 

5 The regulator will ensure that all gas supply contracts 
carry adequate conditions regarding quality of service and 
security of supply and can insist on compliance with 
prescribed safety standards. 
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Transition to a liberalized environment: experiences and 
issues in regulation 496-500 


In 1990/91, India was faced with a serious economic crisis 
that saw its gross fiscal deficit rise to 8.4% of its GDP (gross 
domestic product) and a revenue deficit of 3.3% of GDP. The 
Gulf war added a burden of 2.9 billion dollars to the current 
account and placed enormous pressure on India’s already 
stressed foreign exchange reserves. At the end of June 1991, 
India had foreign currency reserves barely enough to finance 
two weeks of imports. 

Recognizing the challenges posed by the petroleum sector, 
the Government of India set up the Strategic Planning Group 
on Restructuring of the Oil Industry in 1995 to outline a 
reforms strategy for the hydrocarbons sector as well. The ‘R 
Group’, as it came to be called, was set up under the chair¬ 
manship of the Secretary, MoPNG (Ministry of Petroleum 
and Natural Gas) and comprised representatives from the 
public and the private sectors, economists, and other industry 
experts. In its report submitted in 1996, the R Group made 
several recommendations and also prepared a time-bound 
programme for introducing reforms aimed largely at reducing 
the deficit in the oil pool account and encouraging the infu¬ 
sion of fresh capital into the sector.^ 

However, private investors still had some major concerns. 
These included the effective rate of protection offered to 
refineries, rights to the marketing of petroleum products, and 
the need for a level playing field. The Government of India, in 
an effort to address the concerns of the private parties, is 
attempting to distance itself from all operational issues. It, 
therefore, drew up the frameworks for independent regulation 
of the natural gas sector and the downstream petroleum 
sector. The Directorate General of Hydrocarbons would 
continue as the regulator of the upstream oil sector. 

The regulatory framework is expected to promote all desir¬ 
able activities that, among others, are defined as follows. 

■ Creation of a market-based production, supply, distribu¬ 
tion, and pricing system that promotes economic efficiency 
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and competition. Such a system would provide products to 
consumers at least cost and lead to optimal utilization of 
national resources. 

® Ensuring energy security for the country and its citizens. 

This would translate into providing consumers with ad¬ 
equate and secure supplies of products at all times. 

® Ensuring that the industry operates under principles that 
recognize the importance of protecting the environment, 
and mitigate any kind of damage that resource extraction, 
transportation, and utilization have on the environment. 

While the bulk of the work on the natural gas regulatory 
bill was completed in 1996, the downstream petroleum regu¬ 
latory bill was drafted in mid-1998. Neither of these bills has 
been cleared by the Indian Parliament. 

Meanwhile, demand for petroleum products is continuing to 
ivate sector g^ow. TERI’s analysis of the projected refining demand- 
rticipation supply reveals that most of this demand can be met because of 
the tremendous response to the government’s call for private 
participation in this sector. However, demand can fluctuate 
for a variety of reasons, consumption levels can change 
because of several factors including, most importantly, tariff 
changes. India is moving towards a system where tariffs are 
increasingly, at least for some products, being linked to inter¬ 
national price movements. Therefore, while we still have to 
develop good models that are able to link demand to fluctuat¬ 
ing price levels, the picture for the next few years is fairly 
clear. Additionally, while the capacity expansion requirements 
may be met, the enormous capital implications of this pattern 
of development should be taken into account. If demand 
continues to grow in this manner, it is imperative that the 
interest of private investors in this sector is sustained. How¬ 
ever, alarmingly, private sector interest in this particular 
activity seems to have declined considerably from what it was 
two or three years ago. 

In the case of exploration, development, and production 
also, interest is waning. Statistics on the responses to the 
various rounds of bids that have been invited for E&P (explo¬ 
ration and production) show no clear trend. But this is not 
surprising as the response is dependent on the specifics of the 
package that has been offered in a particular round. As for the 
NELP (New Exploration Licensing Policy), on which the 
roadshows are on just now, the timing is bad because interna 
tional oil prices are extremely low. As such, any great interest 
at this time in oil exploration is unlikely. India has probably 
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taken just too much time in the process of designing the 
HELP and of responding to its experience in the various 
rounds of exploration bids. Things need to be done much 
quicker, and once an in-principle decision to do something 
has been taken, it should be implemented as quickly as possible. 


Dismantling 

the 

administered 

pricing 

mechanism 


There has been a fair amount of progress in the dismantling 
of the APM (administered pricing mechanism). Prices of 
some petroleum products have already been decontrolled, 
some decanalization is already in place, there are moves to 
remove subsidies in some cases, and reduce the subsidy level 
of certain other products, all of which are positive develop¬ 
ments. But there is a need to take a look at what remains to be 
done and the time frame in which we would like to do it. 


Corporatization 
of public 
sector 

undertakings 


In connection with the corporatization of public sector oil 
companies, the recommendation on their ‘Navaratna’ status 
came some time in early 1997. But only recently (a week or 
ten days ago), were the boards of the three identified oil 
companies expanded, highlighting the enormous gestation 
period between a decision being made or recommended and 
its actual implementation. Additionally, the expansion of the 
boards represents a partial implementation of the recommen¬ 
dations made. There is still a long way to go before the oil 
companies get complete autonomy in their operations. 


Private investor 
interest 


All of the above would seem to indicate a general disillusion¬ 
ment with the reform process and a waning level of interest in 
private companies - domestic or foreign - in investing in the 
Indian oil sector. Given the lack of progress beyond the stage 
of an expression of interest, the excitement of investing in the 
refining industry seems to be declining. In the case of E&P, 
there is uncertainty in gauging the level of interest because we 
need to see how the NELP roadshows go and the response 
they evoke. Gas imports, particularly in the form of LNG, 
look promising but avenues to accelerate it should be 
explored. In this regard, pipelines seem to hold some hope. 


Future 

strategy 


Given this scenario, the immediate steps that need to be taken 
to rejuvenate interest are (1) to have a regulator in place as 
quickly as possible and (2) to undertake some long-term 
strategic thinking or planning. Since we have made an in¬ 
principle decision to establish a regulatory body, a concerted 
effort is called for to make this a reality. Once the independ¬ 
ent regulator is in place several of these issues can be effec¬ 
tively tackled, if necessary in consultation with the MoPNG. 
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If the attempt is to try and resolve every issue and work out 
every step of how the industry is going to work in a 
post-reform stage, then seemingly there is already a kind of 
no-confidence motion that is being passed on the regulator 
and on his ability to take decisions in the interests of the 
consumer. Various institutions involved in the regulatory 
process have to work in close coordination with each other. 

Long-term strategic planning would necessitate the need 
for a clear vision of where we want to go so as to enable the 
industry to plan for the longer term and not just for the next 
two to three years. For this, a road map for reforms is required. 
The R Group has a clear structure and time frame regarding 
the direction in which the oil sector is headed. But it must be 
ensured, and the industry needs to feel confident, that the 
policies announced will remain in place for a pre-specified 
and reasonably long period of time so as to protect its invest¬ 
ment decisions. 

In this context, and going by what is happening in the 
international arena, it would seem that Indian oil companies 
should seek to diversify their core business areas. Internation¬ 
ally, there are a number of oil companies moving into other 
areas of business. Given a clear road map for reforms, every 
industry should be able to look at whether it will be able to 
function profitably and efficiently in the new environment and 
to determine the extent to which it needs to diversify into 
some other activity/sector so as to keep the bottomlines viable. 

Efficiency improvements should attract high priority. In 
yesterday’s session, it seemed that an industry representative 
was seeking special concessions for putting up a state-of-the- 
art refinery. The investment decision was made by this private 
investor keeping in mind the current scenario - the uncertain¬ 
ties and the expectation that the reforms processes may either 
be ahead of schedule or delayed. Having made this investment 
and with the refinery slated for commissioning in three or 
four months, the question remains: who is going to offtake the 
product? These are risks that businesses have to evaluate and 
plan for. Needless to say, a clear road map would have helped 
this decision-making process. But, the Indian industry needs 
to learn to live by its decisions; it has always been treated wdth 
kid gloves and has to get out of this particular way of func¬ 
tioning. Also, the benefits of some of the efficiency improve¬ 
ments that are taking place are not being passed on to the 
consumers. If anything, it is the consumer that has got short 
shrift in the economic development process in the country 
thus far, and if there is a regulator in place the consumer can 
hope for some redressal. 
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Global climate change is a universal concern. The response 
to this could result in a change in the demand for oil at the 
global level and in the technologies that utilize oih gas, and 
coah and could throw up opportunities in the form of provid¬ 
ing carbon storage options and so on. The industry in particu¬ 
lar should look at what the implications of some of these 
developments are in the context of all the other developments 
that are taking place. 


Consumer 

involvement 


One of the major areas of concern is the extent of consumer 
involvement in this sector. The small consumer does not seem 
to feel a part of the reform process. Undoubtedly, small 
consumers would have a significant stake in determining the 
pattern of development that takes place in this sector. There is 
probably little awareness or confidence amongst consumers 
on who to approach and how to approach in the case of a 
grievance. All this is linked to the question of transparency of 
operations of the oil industry, which can be improved. While it 
may seem paradoxical, the industry should actually try and 
see how it can build up some of these consumer groups so 
that they are able to participate effectively in this process. In 
the long run, the existence of good consumer response bodies 
that provide feedback can only benefit the sector. 


Cross-sectoral 

issues 


In the power sector, there is the concept of the independent 
system operator, in which connection we could draw a parallel 
between transmission of electricity and pipelines. This con¬ 
cept essentially implies that there should be a clear distinction 
between the ownership of transmission and distribution 
infrastructure and the management of the same. This ensures 
an efficient operation of the facility and provides a level 
playing field to all users. 

This brings us to the issue of competition development 
versus competition creation. We seem to be waiting for new 
refineries to be set up. I am not sure how much competition 
we can have or would desire to have in the pipeline sector. In 
the case of pipelines, it seems that we are creating another 
monopoly - but not one that will be independent of the 
upstream activities as an independent system operator would 
be required to be. The MoPNG in particular, and the regula¬ 
tor when it comes in place, should look at how best some of 
these competitive forces can be created in the short term. In 
the process some industries are bound to suffer setbacks; but 
it is time to consider what the consumer is getting out of the 
reform process. 
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The economic trend in the world today is towards a market 
forces paradigm away from state intervention. Thus the chal¬ 
lenge of the public and private sector decision makers is to 
manage transition to the global liberalized environment so as 
to minimize social disruption and dislocations and bring in 
maximum long-term benefits to the society. In the long run, 
benefits of liberalization and increased competition are likely 
to accrue - from reduced prices and market structure concen¬ 
tration to increased efficiency and greater regulatory freedom. 
However, optimism about the benefits can mask the enor¬ 
mous difficulties inherent in the path to transition and the 
political and social hurdles that must be overcome along the 
way. In India, the challenges of transition are rendered even 
more complex than in many other countries by the historical 
and contemporary daunting social and economic challenges. 


The role of 
policy 


In India, the transition to a liberalized environment will be 
affected by many forces at the global, national, and regional 
levels. The new direction will not become obvious for some 
time as a wide range of approaches are attempted and tested 
in the critical policy, crossroads at which India stands today. 
The setting up of policies to guide the transition is crucial. 

But a well-designed policy while necessary, is in itself not 
sufficient to ensure the desired reform. Policy provides a 
framework for reform, but the effectiveness of policy reform 
will be determined by other factors, both exogenous and 
endogenous to the domestic political environment. These 
factors will include international developments in economic 
markets and technological changes that occur at an increas¬ 
ingly rapid rate. Such developments may enhance or thwart 
the transition to liberalization depending in part on the insti¬ 
tutional capacity to understand, assess, and respond to these 
developments. 

The establishment of new regulatory authorities, including 
those that will facilitate liberalization in the oil and gas sector, 
is an important component of the institutional infrastructure 
that is needed to facilitate the transition. The real challenge, 
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however, lies in implementation, constraints to which must be 
taken into consideration as policy is designed. For example, 
while setting in place mechanisms to foster and encourage 
competition, regulators must anticipate and plan for the 
strong opposition that will come from particular, and politi¬ 
cally powerful, interests that have been the beneficiaries of 
public subsidies in the past. Similarly, as markets are liberal¬ 
ized, competition for investment among states in India will 
fuel pressure for change and increase tension between central 
authorities and state governments. This in turn raises the need 
for mechanisms to deal with these pressures, to balance 
interests, and provide means to move forward with decision¬ 
making in a transparent manner. 

Transparency in the policy development process is crucial 
to effective implementation for several reasons. First, it helps 
to instill confidence in the process. Second, it ensures multi¬ 
ple stakeholder input (thereby minimizing the potential for 
blocking coalitions to form later in the process). Third, it 
helps to ensure a creative and dynamic process that will lend 
itself to the discovery of robust policy options. There are a 
number of tools to facilitate transparency in the policy devel¬ 
opment process, holding of public hearings being one of 
them. However, other models are being developed that make 
use of advanced information technology tools to sort out 
policy options and that provide means for taking into consid¬ 
eration multiple viewpoints as well as economic and techno¬ 
logical factors. The integration of such tools in the policy- and 
decision-making processes can help build institutional capac¬ 
ity that is capable of implementing desired policies. To ensure 
that the guidelines emanating from the policies are imple¬ 
mented, they must be backed by laws. Experiences of India 
and the US in setting up regulations for natural monopolies 
are nested in very different environments. The backdrop of 
such regulation in the US is the need to overcome the ex¬ 
cesses of unfettered economic activity, whereas in India the 
approach to liberalization stems from the opposite spectrum - 
a controlled economy. Both countries are trying to find alter¬ 
natives to the extremes of rigid government controls and 
complete laissez-faire. There are many alternatives between 
these extremes, and at different stages, and under different 
circumstances, countries will choose different pathways to 
guide their development in this period of increasing globaliza¬ 
tion. However, no matter which alternative is chosen, the 
market and the state need to complement each other. This is 
because markets do not function in a vacuum and effective 
policy is needed to fill the vacuum to reduce uncertainties. 
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create a climate for innovation, and provide the infrastructure 
for growth. That infrastructure includes policies, legal instru¬ 
ments, and a capacity to implement and enforce laws that 
promote, rather than impede, technological development; 
provide good educational opportunities for citizens to ensure 
a competent and competitive workforce; and contribute to 
social welfare. 


lie of 

ademic 

stitutions 


The transition to a liberalized environment suggests a new 
role for the state rather than an elimination of its funciions m 
economic development. Transition requires significant 
changes in all sectors if its new role is to he accepted and 
ensuing policies are to take root. In this transition, the 
academic community has four important functions 
(1) developing tools to aid the government in assessing tech¬ 
nological and policy options; (2) in education at all levels; 

(3) as facilitator of dialogue; and (4) in research. 

TERI and the National Regulatory Research Instiiuie, 

Ohio State University have taken a bold step in forming a 
partnership on regulatory reform, and TERI has created a 
division for regulatory and policy studies. This can provide an 
important focal point for debate on transition to liberaliza¬ 
tion. At the MIT (Massachusetts Institute of Technology), the 
role of science and technology in decision-making at all levels 
is being examined. Universities and other academic institu¬ 
tions are well suited to this task - particularly those having a 
strong research base and close ties with the industry. In the 
context of implementation strategies for the oil and gas or 
other sectors, such institutions can have a role similar to that 
of the former US Ofhee ofTechnology Assessment which for 
many years pnnided the Congress with an assessment of 
policy options. 

Universities also can facilitate a transition to a liberalized 
environment through their educational function. Liberaliza¬ 
tion will take a long time requiring a new mindset not only in 
governments and in the private sector, but throughout the 
society. This challenge is especially daunting in India where 
social education on liberalization is needed to facilitate ac¬ 
ceptance of reforms by the public. But the functions of uni¬ 
versity / academic institutions regarding education is not only 
long term; on a short term, institutions can help fill the vital 
need for training of policy and decision makers in both the 
public and private arenas including leadership training for 
legislators. This is because effective implementation will 
require leadership in these sectors and training programmes, 
such as that for which TERI is preparing at its campus now. 
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will help to build the local and regional leadership necessary 
to implement reforms. The MIT is well suited to serve as a 
facilitator for consensus buildings for increasing stakeholder 
involvement, and for testing means to develop robust policy 
options. 

Finally, universities and other academic institutions play a 
vital role in carrying out research and providing knowledge 
needed to support decision-making which is increasingly 
becoming science- and technology-intensive. This is because a 
major challenge for government decision makers is lack of 
scientific data on which to base decisions. This is not unique 
to India. A comparative research project at the MIT has 
shown the constraints and significant hurdles to effective use 
of science and technology in decision-making. Institutional 
barriers to the incorporation of such knowledge are signifi¬ 
cant. Improving the channels for better incorporation of this 
knowledge into the decision-making process is of utmost 
importance to providing an environment for continued devel¬ 
opment and prosperity. 


Session 4 


Regulatory reforms: present and future strategies 



Australian 
Competition & 
Consumer 
Commission, 
Dickson ACT, 
Australia 


Introduction 


Objectives of 
competitive 
reforms in the 
natural gas 
industry 


Allan Asher 

Australian gas refornn 


Transition to a liberalized environment: experiences and 
issues in regulation 505-515 


In meeting the objectives of the national competition policy, 
the natural gas industry in Australia has entered a new era in 
terms of both regulation and competition. The Gas Pipelines 
Access (Commonwealth) Law 1998 has been passed and 
pipelines will submit access arrangements to the relevant 
regulator once the relevant jurisdiction has proclaimed its 
legislation so that they may be assessed against the National 
Third Party Access Code for Natural Gas Pipeline Systems 
(hereafter referred to as the Code). 

The ACCC (Australian Competition and Consumer Com¬ 
mission) will be the relevant transmission regulator of covered 
natural gas pipelines in most Australian states (Western 
Australia is to set up its own regulator), and the distribution 
regulator in the Northern Territory. 

The Hilmer Report suggested that whilst some assets in a 
market will be naturally monopolistic, those businesses down¬ 
stream and upstream of the asset can operate in competitive 
environments, where there is effective access to the services 
offered by the natural monopolist. Economic modelling has 
provided an estimate of the potential benefits that are avail¬ 
able from the development of the gas industry. Studies carried 
out by the Australian Bureau of Agriculture and Resource 
Economics for the Industry Commission estimate that the 
economic returns from new gas pipeline interconnections 
alone could total 1 billion dollars* (in net present value terms) 
in Australia over 35 years (Industry Commission 1995). If 
greenhouse targets are met, the returns could rise to close to 
1.5 billion dollars as more gas is used. 

On the other hand, the AGA (Australian Gas Association) 
estimates that continued restrictions on interstate trade in gas 
could result in additional cost to Australian consumers 
betw'een 1,5 and 4 billion dollars in net present value terms 
by the year 2029/30 (AGA 1992). 


Dollars in this paper refer to Australian dollars. 
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During the 1970s and IQSOs, both the US and Canada under¬ 
took significant gas reforms that led to a more competitive 
market environment. Based on the experience of these countriesj 
Australian consumers can expect to reap significant benefits 
from gas industry reform. At the same time, there has been no 
indication of a loss of security of supply or service reliability. 

Thus, the successful introduction of competitive reforms to 
the gas industry is a key to providing incentives to partici¬ 
pants at all functional operating levels to improve the effi¬ 
ciency of their production, resource allocation, and 
investment decisions and to minimize costs. These benefits are 
not limited to the gas industry as gas is an important input in 
many Australian industries, influencing their ability to com¬ 
pete both domestically and internationally. Benefits are likely 
to be distributed broadly throughout the economy, through 
lower input costs to the Australian industry, lower prices to 
final customers, and more efficient use of resources. 

Hence, regulatory and public policy reform of the gas 
market is vital to Australia’s ability to capitalize upon growing 
international and domestic demands, and to capture its natu¬ 
ral advantage as a low-cost energy supplier. 

Ensuring that competition can work to yield these welfare¬ 
enhancing results gives rise to two regulatory issues (1) access 
and (2) access prices. 

Access There is a need to ensure that businesses which operate in the 
upstream or downstream markets are able to access the serv¬ 
ices offered by the natural monopoly asset. Particular concerns 
may arise if a monopolist has a downstream arm to its business 
as it may be in a position to impede competition in the down¬ 
stream market by denying competitors access to its services or 
by selling its services at a favourable price to its downstream 
arm. Such behaviour could seriously limit the effectiveness of 
competition in the upstream or downstream markets. 

Access prices Monopoly status confers significant market power on an asset 
owner, enabling it to earn monopoly rents by charging prices 
in excess of competitive levels. Further, a monopolist might 
restrict supply to increase prices and this could seriously retard 
growth in downstream industries. To prevent inefficient out¬ 
comes, the challenge for the regulator is to ensure that users 
upstream and downstream of the monopolist are charged prices 
which reflect the true costs of providing the service. Otherwise, 
monopoly rents will be passed on to end-users and the ben¬ 
efits of reforms in the natural gas industry will not be realized. 
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The Code aims to provide access to the services provided by 
monopoly pipeline assets. On 7 November 1997, the Austral¬ 
ian heads of government agreed to implement the Code. 

Given that the Code confers powers on Commonwealth 
bodies such as the xACCC and the National Competition 
Council, Commonwealth legislation and complementary 
legislation in each state and territory is required. The Com¬ 
monwealth recently passed its Gas Pipelines Access (Com¬ 
monwealth) Law 1998. South Australia, Northern Territory, 
and New South Wales have already proclaimed their legisla¬ 
tion and the other states are set to follow. 

The Code aims to achieve a uniform national framework 
for third-party access to natural gas pipeline systems and to 
facilitate the development and operation of a national market 
for natural gas by providing rights of access to pipelines on 
fair and reasonable terms. It aims to address both the regula¬ 
tory problems identified above and tries to ensure that third 
parties, such as the downstream competitors, have access to 
the services provided by gas pipelines and that the terms and 
conditions upon which those services are obtained are fair 
and reasonable. 

Under the Gas Pipelines Access Law, the relevant regulator 
for gas pipelines will differ according to the type of pipeline 
under consideration. The ACCC is the relevant regulator for 
access to services provided by transmission networks in all 
states and territories except Western Australia. Distribution 
networks will be regulated by independent state-based regula¬ 
tors, except in the Northern Territory, which has requested 
the ACCC to regulate both its transmission and distribution 
pipelines. 

This new and diverse range of regulatory functions has 
brought out the importance of state and federal regulators 
coordinating their assessment of cross-jurisdictional applica¬ 
tions for regulatory approval. To this end, jurisdictional regu¬ 
lators have formed the Utility Regulators’ Forum which seeks 
to coordinate research and regulatory response to a wide 
range of issues including information requirements of regula¬ 
tors, ring-fencing of accounting information, monitoring of 
quality standards, ‘best practice’ and benchmarking, appeals 
processes, and regulatory databases. The ACCC also has an 
energy committee on which the heads of state counterpart 
agencies, who are e.x-officio members of the ACCC, provide 
inputs to the ACCC’s regulatory decisions enabling regional 
considerations to be taken into account. 
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Incentive 
regulation and 
the National 
Gas Code 


Most of the access pricing principles under the National Gas 
Code are contained within chapter 8 of the Code. The ACCC 
seeks to minimize the regulatory burden on the industry (and 
hence lower the overall cost to consumers) by maximizing 
competition wherever possible. In cases of natural monopoly, 
where competition is typically neither feasible nor efficient, 
the ACCC generally seeks to create a set of incentives which 
encourage those in positions of market power to conduct their 
business in a socially desirable manner without the regulator 
having to second guess their every move. Facilitation of 
competitive secondary markets in service provision, such as 
pipeline capacity, is an efficient method of reallocation and 
can aid the ongoing regulation of the primary service provider. 

The theoretical underpinning for incentive regulation is 
that with the ability to retain cost reductions as profits, the 
service provider has a strong incentive to be more efficient in 
the provision of access services and expand its market share 
and contribute to market growth. Higher-than-expected 
performance in both these areas will lead to better than 
initially-expected profits and better utilization of resources. 
Generally, users of the services benefit directly only in future 
periods after regulated prices are subjected to review and the 
new cost structures are taken into account when re-establishing 
the regulated prices. 

To achieve the potential efficiency gains from competition 
in the upstream and downstream markets, it is important that 
the prices of access do not reflect the exercise of market 
power by the service provider and that the structure of pricing 
to various users and between different categories of service be 
based on the costs involved in providing each service. The 
price paths for services in question are usually defined at the 
beginning of a review period to achieve these ends. 

If regulation adjusts prices to simply allow the service 
provider to recover costs and achieve a normal rate of return 
on investment, the service provider will have little incentive to 
be efficient in the provision of such services; indeed this may 
also serve as an incentive to reduce efficiency. Hence the need 
for incentive-based regulatory mechanisms. 

Most incentive mechanisms seek to avoid heavy-handed 
revenue control and to divorce the permitted charges for 
access from the reductions in costs or efficiency gains which 
the service provider is able to achieve over and above those 
that were expected at the beginning of a review period. 

Hence, above-normal profits are only restrained after the 
period under review has passed and the regulator looks 
forward to the next period. 
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Transmission 
regulation 
under the 
Code 


There is a welter of analytical tools available to policy 
makers, regulators, and stakeholders to shape or check on 
incentives to achieve a higher level of cost-efficiency in the 
regulated firm. They can also be used to generate incentives 
for investment at levels that are consistent with allocative and 
dynamic efficiency in the industry, and a sharing of the ben¬ 
efits of regulation between the firm, the customer, and the 
community. 

The National Gas Code provides that, where appropriate, 
reference tariff policies should contain incentive mechanisms. 
While in the first instance it is up to the service providers to 
develop their reference tariff policies and submit them to the 
regulator for approval, the ACCC is willing to discuss possible 
incentive mechanisms and their appropriateness to given 
circumstances w'ith service providers. 

It is important to remember that although regulatory 
control over the earnings of private assets may appear some¬ 
what heavy handed, as natural monopolies they impact on the 
earnings of the wider community and perform a public func¬ 
tion, for instance, in transmitting telephone messages or 
electricity over the wires by the path of least resistance. There¬ 
fore the public will have an interest in the efficiency, safety, 
cost, and other aspects of how that job is done. 

The ACCC wdll not proceed to make determinations with¬ 
out public consultation, which, importantly, includes the asset 
owner. While investment in infrastructure is essentially an 
industry decision, the ACCC will regulate with the objective 
that such decisions are not distorted by access conditions 
being too harsh (e.g., access prices set too high, leading to 
either a lessening of competition or wasteful duplication) or 
too lax (e.g., access prices set too low, leading to inefficient 
use of existing facilities). The aim is to encourage decision¬ 
making consistent with maximizing benefits to the users and 
the community. 

It is essential that reform outcomes must be objectively 
reviewed from time to time, taking care to distinguish out¬ 
comes of reform initiatives from inevitable pricing trends 
consistent with technological change and to distinguish and 
have regard to both the level of competition and the level of 
enhancement of competitive capacity. This includes R&D and 
expenditure on exploration and infrastructure development. 

With the passing of the Gas Pipelines Access (Common¬ 
wealth) Law 1998, the ACCC will soon begin receiving access 
arrangements from pipeline owmers for assessment against the 
Code. 
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Public 
consultation 
and approval 
process 


Within 90 days of the Code coming into force in a given 
jurisdiction, a covered pipeline is obliged to offer access 
arrangements to the regulator for their respective systems. 
Chapter 2 of the Code sets out the public consultation and 
approval process required to assess a service provider’s access 
arrangements. For the purpose of approval, the service pro¬ 
vider must submit an access arrangement with accompanying 
access arrangement information to the ACCC.The Code 
identifies minimum mandatory requirements for access ar¬ 
rangement information. 

Upon receipt of the access arrangement and access arrange¬ 
ment information, the regulator must inform all interested 
parties. Section 2.10(b) of the Code requires the regulator to 
publish a notice in a national daily newspaper which describes 
the covered pipeline to which the access arrangement relates, 
where copies of it can be obtained, and which asks for sub¬ 
missions by a specified date (within at least 28 days). 

Following receipt and assessment of submissions, the 
regulator must issue a draft determination either approving or 
not approving the access arrangement. In the latter case, the 
draft determination would need to specify the amendments 
required for regulatory approval. 

Having provided a copy of the draft determination to the 
service provider and all other interested parties, the regulator 
must then call for further submissions within at least 14 days. 
After considering these submissions, the regulator must issue 
a final decision (1) approving the original access arrangement, 
(2) approving a revised version submitted by the service 
provider (in the event that the draft decision does not approve 
the original access arrangement), or (3) not approving the 
access arrangement at all. In the final case, the regulator must 
outline what amendments would be required for approval and 
a time by which a revised access arrangement including these 
amendments must be submitted. 

If the regulator does not approve the access arrangement 
and the service provider fails to make the requisite amend¬ 
ments, Section 2.20 provides for the regulator to draft and 
approve its own access arrangement. 


Criteria for To approve a proposed access arrangement, the regulator 
approving a must be satisfied that it contains the elements, and satisfies 
proposed the principles, set out in Sections 3.1 to 3.20 of the Code. 
access The proposed access arrangement must include a number of 
arrangement policies as well as dates for the review and expiry of the access 
arrangement. 
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Policies which need to be included in the proposed access 
arrangement are listed below. 

® A services policy, covering the services being offered in the 
access arrangement. 

® A reference tariff policy, outlining the reference tariff(s) for 
those services and associated terms and conditions. 

® xA capacity management policy, stating whether the covered 
pipeline is a contract carriage pipeline or a market carriage 
pipeline. 

® A queuing policy, setting out the priority a prospective user 
would have against any other prospective user to obtain 
access to spare and developable capacity. 

® A trading policy, explaining the rights of a user to trade its 
right to obtain a service to another person (only applied 
where the capacity management policy used is the contract 
carriage policy). 

^ xAn extensions/expansions policy, stating whether extensions 
or expansions to the covered pipeline will be treated as part 
of the existing pipeline for the purposes of the Code. 

Section 3.18 specifies that an access arrangement may 
apply for any length of time. However, should it be proposed 
to apply for more than five years, the regulator must consider 
whether there is a need for a review mechanism to address the 
risk of forecasts underpinning the access arrangement proving 
incorrect. 

In assessing a proposed access arrangement against Sec¬ 
tions 3.1 to 3.20, the regulator is directed in Section 2.24 to 
take account of a number of factors including 
® the service provider’s legitimate business interests and 
investment in the covered pipeline 
® any firm and binding contractual arrangements the service 
provider already has regarding the pipeline 
® the economically efficient operation of the covered pipeline 
» the public interest 

H the interests of users and prospective users 
® anything else the regulator deems relevant. 

Reference Sections 3.3-3.5 of the Code require the establishment of a 
tariff reference tariff and a reference tariff policy. Chapter 8 of the 
principles Code outlines the principles the reference tariff and the 

reference tariff policy must comply with. The regulator must 
be satisfied that the reference tariff and reference tariff 
policy are consistent with a number of objectives set out in 
Section 8 of the Code. These focus mainly on ensuring that 
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the reference tariff is based on the efficient cost (or antici¬ 
pated efficient cost) of providing the reference service. These 
include 

« providing the service provider ^vith the opportunity to earn 
a revenue stream which will cover the efficient cost of 
delivering the reference service 
s replicating the outcome of a competitive market 

■ not distorting investment decisions 

■ providing an incentive for service providers to reduce costs and 
develop the market for the reference, and other services. 

Further, the reference tariff policy must include a detailed 
statement of how reference tariffs have been derived, includ¬ 
ing statements covering how the following items will be dealt 
with or determined. 

■ Appropriate recoverable cost 

■ Establishing the capital base 

■ Initial capital base 

■ Investment in new facilities 

■ Capital contributions 

■ Surcharges 

■ Capital redundancy 

■ Rate of return 

■ Depreciation schedule 

■ Non-capital costs 

■ Allocation of costs between services 

■ Allocation of costs between users 

■ Prudent discounts 

■ The use of incentive mechanisms 

In addition to this. Section 8.2 states that the regulator 
must be satisfied that the reference tariff and reference tariff 
policy serve a number of basic functions. 

■ They must ensure that the revenue generated from the sale 
of all services under the access arrangement meets one of 
the three following basic revenue methodologies - cost of 
service approach, an internal rate-of-return approach, or a 
net present value approach. 

■ Where more than the reference service(s) are provided by 
the covered pipeline, that proportion of the service provid¬ 
er s total revenue which comes from the reference service (s) 
must be determined according to one of the three afore¬ 
mentioned methodologies. 

■ That proportion of total revenue to be recovered from 
the service provider is received from the users of the refer¬ 
ence service. 
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Ongoing 
functions of 
the regulator 


Upstream 

reform 


® The reference tariff should include some form of incentive 
mechanism to reward the service providers with greater 
revenue when they can improve the efficiency and costs 
with which they provide the service, 
a The regulator must be satisfied that all forecasts represent 
best estimates arrived at on a reasonable basis. 

At any time after an access arrangement has been approved, 
the service provider can apply for a review of the access 
arrangement and propose revisions. The regulator must then 
consider such proposed revisions, following an identical 
public consultation process to the initial approval process. 

The ACCC is also charged with a significant ongoing 
monitoring and enforcement role. Some of the areas that will 
require monitoring are 

■ compliance with the ring-fencing arrangements 

■ whether ring-fencing arrangements are appropriate given 
any changes in market circumstances 

« potential breaches of the hindering access prohibition 
«* whether target rates-of-return have been achieved 

■ whether proposed costs are incurred 

■ whether proposed demand projections are accurate 

■ effectiveness of the incentive mechanisms. 

Contracts entered into by service providers with associated 
companies are unenforceable unless they have been approved 
by the regulator. This typically involves a process of public 
consultation. 

The ACCC will also have a significant ongoing role in 
resolving disputes over access to spare or developable capacity 
where negotiations have broken down. The ACCC would have 
to determine whether there is a dispute or not, and if so, 
whether arbitration is the most appropriate course of action. 
The Code sets out detailed principles an arbitrator must take 
into account in making any arbitration determination, and any 
restrictions upon determinations. The regulator may appoint 
an agent to act as an arbitrator for it. 

The ACCC is encouraged by the pace of downstream reform in 
all jurisdictions, including the national commitment to ensuring 
third-party access to its pipeline facilities. However, the ACCC is 
concerned that unless market structure reform initiatives are 
taken to facilitate competition in the upstream sector (in explo¬ 
ration for, and production and processing of, gas), consumers 
may not ultimately receive all the potential benefits of the trans¬ 
mission and distribution reforms that are occurring. 
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Conclusion 


The ACCC believes that the development of greater com¬ 
petition between gas producers may be possible through 
measures such as the following. 

■ Construction of new pipelines and links to facilitate inter¬ 
basin competition between producers. 

“ Construction of underground storage facilities. 

■ Liberalization of the delivery point of gas from processing 
plants, thereby making possible interconnection of pipe¬ 
lines served by the plant and fostering opportunities for 
secondary market sales into non-traditional geographic 
markets. 

■ Development of enforceable regimes for third-party access 
to processing facilities and gathering pipelines. The ACCC 
is aware that an initial effort is being made by state govern¬ 
ments to foster upstream access (South Australia and 
Victoria). 

■ State policy initiatives to liberalize the allocation of acreage 
to new entrants, thereby creating future opportunities for 
competition within the concerned gas basin. 

■ The development of independent marketing where practi¬ 
cable by members of production joint ventures, 

■ Measures to foster the development of financial instru¬ 
ments for trade in pipeline capacity and gas, thereby en¬ 
couraging swap and secondary market activity to 
complement contractual sales. 

■ Use of the Trade Practices Act 1974 by the ACCC to 
prevent mergers and acquisitions of gas production busi¬ 
nesses where the consequence would be a substantial 
lessening of market competition in contravention of Section 
50. 

The issue of upstream reform is currently being examined 
by the upstream issues working group. 

In conclusion, the reform process under way in Australia’s gas 
industry holds huge promise for growth both within the 
industry itself and flows through to many other industries. 

The ACCC supports these reform initiatives but notes that 
its assessment of the arrangements is a considerable task as 
each arrangement presented to the ACCC will need to be 
assessed according to its merits. 

The ACCC looks forward to continuing its relationship 
with the industry to achieve competitive outcomes. To this 
en , t e ACCC will endeavour to make its processes and 
proce ures as transparent as possible. Relevant documents 
relating to the Victorian reforms and other work of the 
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ACCC’s Gas Group can be found on the ACCC’s Internet 
home page at wvvvv.accc.gov.au. The ACCC Gas Group is also 
available to consult with interested parties about the competi¬ 
tive reforms currently under way in the industry. 

AGA. 1992 

Gas Supply and Demand Study 
Canberra: Australian Gas i\ssociation. 142 pp. 

Industry Commission. 1995 

Australian Gas Industry and Markets Study 

Canberra; Australian Government Publishing Service. 262 pp. 
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Transition to a liberalized environment: experiences and 
issues in regulation 516-517 

Queries were raised to determine whether the regulatory 
authority would regulate capital investment plans in E&P 
(exploration and production)^ refining, and marketing. The 
panel said that the regulator would be monitoring capital 
investment but would work towards eliminating redundancy 
in monitoring by other concerned bodies. 

Regarding the role of the regulator vis-a-vis the Navaratna 
package, the panel pointed out that the two were not linked. 
The Navaratna package basically confers more authority and 
freedom to oil companies ensuring that they are managed 
more by boards than by the government as was the earlier 
practice. The activities and role of a regulator are quite dis¬ 
tinct from increased empowerment of oil companies. 

The role of the OCC (Oil Coordination Committee) after 
the regulator was in place was also questioned. The panel 
envisaged no formal role for the OCC after deregulation. Its 
activities would be restricted to the transition phase to ensure 
a smooth switch-over to a deregulated industry. During this 
phase, the OCC’s role in liquidation of the oil pool account 
was particularly highlighted. 

There was discussion on the need for an integrated regula¬ 
tory authority for the entire industry. The panel explained that 
the diversity in roles of the regulator would make a single 
authority inefficient. Even if a single authority were put up, it 
would need to have three separate divisions or wings corre¬ 
sponding to E&P, gas, and downstream sectors. 

The need for the regulator to work as an enforcer and an 
adjudicator was also questioned. In light of the duties of the 
regulator to protect consumer interests and ensure a level 
playing field for all players in the industry, the panel opined 
that such powers were necessary. 

The deliberations were centred on the need of the common 
carrier principle for pipelines. The panel responded that a 
majority of the existing pipelines are owned by specific com¬ 
panies. The relative market shares in the sale of petroleum 
products differ from the ownership pattern wherein the Indian 
Oil Corporation has a virtual monopoly. Since parallel 
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pipelines to existing ones would not be bankable projects, 
there is a need to declare pipelines as common carriers, 
thereby ensuring a level playing field for all players. 

Regarding whether the costs would be transmitted to the 
customers on account of inefficiency in old refineries, the 
panel felt that the refiner would have to switch to new specifi¬ 
cations and increase efficiency rather than passing on the 
price to the consumer. 

Regarding linkages between gross refinery margins and 
tariff protection, the panel said that due to overcapacity in the 
Asian region, product prices were quite low. It has been 
already decided that in the long run, self-sufficiency in refining is 
a preferable outcome for India. To induce investments in refin¬ 
ing, tariff protection is necessary. Evidently, existing refineries 
would also need modernization and would be incurring 
investments for which protection in the forms of tariffs would 
be required. Tariffs should however be Linked to the global 
environment and brought down when the prices rise again. 

It was stated that tariffs should not be refinery based and 
must be applicable to all refineries whether old or new. The 
panel was also of the opinion that crude import duties ought 
to be brought to zero as soon as possible. The resulting loss of 
revenue to the government could be made up by revising 
excise duties. In the long run, however, excise duties would 
also need to be rationalized. 

The issue of price fixation by cartelization was also raised. 
The panel opined that the regulator would need to ensure that 
cartels are not formed while letting the market decide prices. 

The fourth session initialed a debate on consumer orientation 
for the industry. While it was generally agreed that companies 
have to be consumer driven, there were discussions on the 
roles envisaged for the Petrofed. One viewpoint considered 
Petrofed an agency primarily responsible for intra-industry 
coordination on financial and operational settlements. Indus¬ 
try members opined that the industry and consumers develop 
mature outlooks on their own. Consumer organizations pro¬ 
moted by the oil companies would be redundant. 

On the other hand, some viewed that due to the complexity 
in operations of the industry the consumer is not aw'are about 
the industry in general. It was argued that oil companies need 
to play an active role in consumer education so that the 
consumer can make erudite choices. 

The role of Petrofed was also envisaged in promoting 
investments in the sector and advances in R&D, the benefits 
of which would trickle dowm to the consumer. 
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Regulatory 

framework 


There is a broad consensus on the need for regulation in the 
power sector given the current state of market development. 
In this context, it is evident from the US experience that the 
need for regulation would continue to exist in advanced and 
sophisticated power markets, though the role of a regulator 
might evolve over time. It is critical that the accountability, 
transparency, and independence of the regulatory commis¬ 
sions are maintained. At the same time, the regulatory com¬ 
missions need to take into account the social and political 
environment and be acceptable if they are to be effective. 
There is a broad consensus also on the need for a transition 
period because the regulatory commissions cannot possibly 
come up with solutions overnight. Divergent views exist on 
the appropriate route for setting up the regulatory commis¬ 
sions, i.e., whether it is has to be through the Electricity 
Regulatory Commissions Act, or through a separate state 
legislative act. 

The possible mechanisms of avoiding overlaps between the 
role of the CERC (Central Electricity Regulatory Commis¬ 
sion) and the SERCs (state electricity regulatory commis¬ 
sions) have also been discussed. 


Market 

structure 


It was pointed out that unbundling of the power sector was 
perhaps not the only mechanism available for restructuring 
the electricity industry. There is a need to experiment with 
unbundled and vertically-integrated utilities. As organizations 
in the infrastructure sector tend to operate in a number of 
sectors, the concept of multi-utility commissions will need to 
be explored. In the context of evolving a market structure, 
regulatory commissions will need to demonstrate a flexible 
and dynamic approach, responding to the evolving needs of 
the sector. The Orissa model and the Australian examples are 
pointers to what the problems are and how they could be 
avoided. 


Tariff setting 


For effective tariff setting, customer demand forecast (by 
category) should be available with the utilities and the 
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regulatory commissions. There is a broad consensus on reduc¬ 
tion in cross-subsidies and a move towards long run marginal 
cost. This, however, would need to be considered in view of 
the social and political environment. The government cannot 
wash its hand off the sector and must continue giving it 
support during the transition period. The latest tariff order 
issued by the OERC (Orissa Electricity Regulatory Commis¬ 
sion) is a case in point and other state regulatory commissions 
would probably need to follow this creative and innovative 
approach. There is some asymmetry between the roles allo¬ 
cated to the CERC and the SERCs with regard to the genera¬ 
tion business; while the CERC has control over the National 
Thermal Power Corporation and other central generators, the 
SERCs existing today have control only over the power pur¬ 
chase process. 

Discussing the experience of Israel in this area, it was 
explained that the tariffs there seem to be low today because 
cheap funding has been available from the government. The 
tariffs in Israel are linked to the consumer price index and are 
automatically adjusted every six months. 

Other issues highlighted include (1) the advantages of 
availability-linked tariff for bulk supply for grid operation and 
economic efficiency and (2) the need to consider pricing of 
the environmental factors. It was felt that there are significant 
opportunities and potential for efficiency improvement in the 
sector. 


Future 

strategies 


Long-term planning with different sectors like coal, and oil 
and gas is essential. The regulatory commissions should take 
on a broader perspective, and try to interpret the Acts crea¬ 
tively where considerations of environment and sustainable 
development are also accounted for. Various mechanisms were 
explored whereby the consumers could be protected in the 
new environment. There are training requirements of the 
regulatory commissions, the regulated utilities, and the con¬ 
sumers. The role of renewable energy and the possibility of a 
market for green electricity also need to be explored. 
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The 6000-km-long Indian coastline is dotted with many 
ports, 11 of which are major ports under the administrative 
control of the central government. The other ports are under 
state governments. The Indian Ports Act, 1908 is applicable to 
all ports and mainly deals with navigational safety and con¬ 
servancy aspect of the ports. The Major Port Trusts Act, 1963 
is applicable to all the major ports. It vests the administrative 
control and management of the major ports with the Board of 
Trustees and defines the power and duties of the trustees. The 
major ports handled around 251 million tonnes of cargo 
during the last financial year (1997/98) accounting for about 
90% of the maritime trade of India. 

The need for additional port facilities (approximated at 
about 424 million tonnes of cargo to be handled at the end of 
the terminal year of the Ninth Plan) and the shortage of funds 
has given rise to the idea of privatization. In October 1996, 
the Government of India announced guidelines for privatiza¬ 
tion. As per the commitment made in the guidelines, an 
independent tariff regulatory authority for major ports was 
created in January 1997. TAMP (Tariff .'\uthority for Major 
Ports) is empowered to frame the rates for services rendered 
by the ports and for use of the property of the major ports. It 
also stipulates the statement of conditions under which such 
services are to be rendered. TAMP has been given the very 
limited powder of fixing the port tariff and not of regulating the 
whole gamut of port activities. TAMP has limited autonomy 
and depends on the government’s budgetary support to 
finance its activities. The government’s role in port manage¬ 
ment is to act as a regulator and the port operator. 

As the major ports have reached their saturation point, 
most of the private investments are expected to be in the state 
ports / minor ports. Players of both minor and major ports 
demand a level playing field, perceiving that the advantage is 
with the other. Section 42 of the Major Ports Trust Act stipu¬ 
lates that freedom be given to private operators to fix the rate 
even if it is below the rate notified by the tariff authority 
under Section 48. But this concession is not available to the 
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government-owned major ports when they themselves are 
rendering the services. 

The liberalization process and the eventual corporatization 
or commercialization of the government-o^vned port trusts are 
other points of contention. Private ports have no single bank¬ 
able concessional agreement or document prepared by the 
government with which they can approach the FIs (financial 
institutions) or appraising agencies to raise finances. Moreo¬ 
ver, government departments and the FIs do not treat the 
private sector on par with the public sector or government- 
owned ports. 

The following are some of the questions raised during the 
sessions. 

■ Is the tariff alone to be regulated in the port industry? Or 
must the entire administration be regulated? 

« Are the safety aspects and social responsibilities of the port 
to be regulated through a single regulatory authority? 

■ Should the national level policy for the development of 
ports encompass state ports also? 

■ In the case of corporatization/privatization of the govern¬ 
ment-owned port trust, should corporatization be done first 
or should existing management be reoriented first? 

■ Can there be a smooth transition from the present set-up to 
the corporate organization? 

■ How many regulations and acts are port operators and port 
operating companies going to be subjected to once it is 
corporatized or how many regulatory authorities are going 
to govern the working of the corporatized ports? 

The government-owned port trusts have a huge asset base. 
But as the risks associated with the assets or the ports may 
not attract investors, there is always a danger of the share 
being quoted below par. The commercial activities in the 
existing major ports should be privatized and given to private 
operators, i.e., the regulatory role and the operational role 
must be clearly segregated. A regulatory role may not be 
required once competition picks up, but in the interim TAMP 
must confine to tariff setting in consultation with the ports. 
Subsequently, there should be a regulatory authority for all 
port operating companies to regulate the entire working of the 
port and also for social accountability and safety. 

A shift from the present concept of operating ports in India 
to the landlord concept was advocated. In such a scenario, the 
landlord will function as the regulator as far as that particular 
port is concerned, and the operational areas will be taken 
care of by the private providers of port facilities. Operating 
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companies in the port area should finance the regulators. 

Once the landlord concept is achieved and the landlord port 
is made the regulator for that area, an independent dispute 
resolving machinery should be created for resolving disputes 
between the service provider and the port user. 

Other points that came up for discussion include the need 
for a strong political will to bring about labour reforms. A 
comprehensive national level policy is required for an inte¬ 
grated development of ports. This would entail the central 
government giving directives to the state government regard¬ 
ing whether to create competition by converting all possible 
areas on the coastline into ports at the cost of viability of 
existing ports. There is also a need for a multi-modal develop¬ 
ment along with port development. A white paper to approach 
the entire gamut of regulation in all sectors is needed. A 
common approach, one during the transitory period of liber¬ 
alization and another when the entire economy is liberalized, 
is required. There is a need to develop a model statute clearly 
defining the role and functions of regulatory authority in the 
light of the scope and functions of the different regulatory 
authorities already created. 
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As expected in the current context, the focus of the discus¬ 
sions was onTRAI (Telecom Regulatory Authority of India), 
especially its role which now stands restricted. There was 
overall agreement, with a little opposition, on empowering 
TRAI so that it could be a truly independent statutory body 
and perform the functions it was meant to. 

The discussions highlighted a few important points on the 
current status of telecom in India. The century-old Indian 
Telegraphic Act, 1885 and the Indian Wireless Act, 1933 are 
still in effect at a time when far-reaching changes in telecom 
and information technology are taking place. The sequence of 
reforms in the telecom sector was not proper as the policy 
framework and the institutional arrangements were not made 
conducive before the reforms were started, and the regulator 
was not in place. The result is disputes between various par¬ 
ties that are yet to be resolved. In spite of earlier clarifications 
from the Supreme Court on the role of the regulator, the role 
ofTRAI stands restricted after the recent Delhi High Court 
verdict. Licence fees charged for basic and mobile services are 
considered very high. The Delhi High Court verdict and the 
inflexible nature of the DoT (Department of Telecommunica¬ 
tions) have eroded investor confidence. 

There was general agreement on the following points. It was 
emphasized that there should be separate entities to perform 
the functions of the operator and the licensor, which are 
currently under the purview of the DoT, with clear separation 
of roles for policy maker, regulator, and operator. Regulation, 
it was felt, is required only during the transition; once the 
market becomes competitive, the regulator’s role should be 
minimized. While learning from the experiences of other 
countries was appreciated, copycat regulation was not. As the 
TRAI Act is interpreted in different ways, it was suggested 
that it should be amended to empower TRAI, leaving no 
scope for ambiguity. It should be made mandatory for the 
government to seek recommendations from TRAI. The policy 
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Contentious 

issues 


Suggestions 


should be made flexible and dynamic as it is required to take 
care of converging technologies, services, and markets of 
information technology, telecom, and broadcasting. As tariff 
fixing is done by TRAI, spectrum allocation also should be 
done by it, instead of the Wireless Planning and Coordination 
Wing, Ministry of Communications as it is done now. Opera¬ 
tors should have a free choice to select their technologies 
based on business, technical, and market considerations. 
Interconnection between basic, mobile, long-distance, and 
international operators should be made mandatory as a part 
of the interconnection agreement when they are given the 
licences. Utilities like the Railways, state electricity boards, 
Power Grid Corporation, etc., should play a role in building 
the telecom infrastructure. 

There was disagreement on the Netco and Servco (separate 
set of networking and service companies) model. Another 
contentious issue was with regard to serving uneconomical 
markets, where the DoT felt that private operators would not 
be able to fulfil the obligations under USO (universal service 
obligation). 

The panellists forwarded the following suggestions during the 
sessions. The incumbent of Indian telecom should be stabi¬ 
lized at 30% once the competitive market takes over. There 
has been a suggestion to review the nomination criteria for 
TRAI members and the procedure of selection. The regulator 
should control the market structure while the issues related to 
defence, and of political and strategic importance, should be 
handled by politicians as national interest cannot be sacrificed 
for the free market. The access networks should become an 
integral part of interconnection issues. The newcomers should 
be able to buy services from the existing monopoly. Also sales 
(unbundling) in terms of components or parts of a network 
should be allowed to the newcomers. Regular compilation of 
statistics on cost is important for tariff exercises. There has 
been a suggestion to create separate USO funds. 

There was an announcement from the government inviting 
suggestions on the New Telecom Policy, 1999. 
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In the light of public-private partnerships in the future there 
is a need for a regulatory authority to reduce multiplicity of 
authorities, balance diverse interests, promote resource con¬ 
servation for sustainable development, and ensure safety and 
environment protection. The panellists agreed that the role of 
the regulator will be to safeguard consumer interests, prevent 
unfair trade practices, act as an adjudicatory body, and make 
recommendations from time to time to the government. The 
regulatory authority will have several linkages with the af¬ 
fected groups. It is essential for the government to achieve its 
policies while working within the framework designed for it to 
recommend changes and coordinate with other statutory 
bodies. The need for an association along the lines of the 
Petrofed was proposed, along with linkages with the oil com¬ 
panies and consumers. The structure of the regulatory author¬ 
ity as proposed by the panellists includes five members and a 
chairman, based on the recommendations of the selection com¬ 
mittee; the tenure would be of three years, extendable by 
another two years. The regulatory authorities have to maintain 
a regional presence and will have powers under the civil court. 
The need for an integrated regulatory authority was debated, 
but, the present system was favoured by many. 

was agreed that the key issue is providing a level playing 
structure Players, ensuring quality of product and services, 

development of access options to pipelines, ensuring product 
availability, controlling product prices, and ensuring energy 
security in a deregulated environment. The challenges in 
marketing lie in distribution, on account of high cost of 
development of new infrastructure, in adaptability of the 
common carrier principle for pipelines, and saturation of 
existing port, rail, and road infrastructure. In direct trade, 
there is the possibility of inter-fuel substitution and price wars 
will have to be tackled. In the retail, assuring product quality 
and developing consumer-oriented policies are important. 

Tariff setting pointed out that in tariff setting, the developments to 

date include withdrawal of the cost-plus formula and the 
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retention pricing systems. Under the new system, tariff- 
adjusted import parity is selected for new refineries and 
adjusted import parity for existing refineries. The APM (ad¬ 
ministered pricing mechanism) is restricted to control prod¬ 
ucts. Tariffs in future would remove subsidies on kerosene. A 
system for passing freight on to consumers is yet to be devel¬ 
oped. Reduction of import duty on crude oil is envisaged and 
rationalization of duties on products is still required. For 
investment decisions, linkages with tariff setting is required 
because of the soft prices of petroleum products and to pro¬ 
vide higher protection for new investments. If the refinery 
margins were to be increased, it should be based on the 
experience of the gas industry. The basis for setting up tariffs 
in the gas industry is alternative fuels consumption, adequate 
returns, encouraging investments, further investments, and 
determination of tariff methodologies such as cost identifica¬ 
tion, exit-entry methodology, long-run marginal cost model, 
and a detailed study of the cost of service model (used by 
Enron). 

® The DGH (Directorate General of Hydrocarbons) Bill for 
the upstream sector has already been formulated, a natural 
gas regulator has been proposed, and the reports of the 
R Group and the ETG Group have been accepted. 

“ Study on the downstream regulation byTERI has been 
completed. 

® A concept paper and bills on the downstream sector have 
been prepared. 

® The memorandum of understanding and the agreement of 
understanding of Petrofed have been finalized and strategic 
reserves have been recommended. 

® Key issues in strategizing include multiplicity of regulatory 
authorities, continued role of the government in various 
capacities, and the question of crude import parity wdth 
respect to centre and state tariffs. 

As there is a lag between recommendation and implementa¬ 
tion, there is a need to step up the pace of implementation. 
Long-term orientation is required in defining a clear road 
map of reform and to create competition in the short term. 
Need for guarded optimism in the benefits of liberalization is 
felt and policy development ought to be in tune with imple¬ 
mentation capabilities. 
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There are a number of questions before the commissions 
including whether to promote competition, look after the 
consumer interest, protect the environment, promote invest¬ 
ment, and improve efficiency. All this cannot happen at once. 
A transition period will be needed when tariffs might actually 
go up before they come down. But in that process, a great 
deal more efficiency and improvement in quality can be 
achieved. 

No legislation can be perfect, particularly in India. But in 
India the commissions have the opportunity to draft regula¬ 
tions. The involvement of stakeholders and transparency are 
important, and are stipulated in the Act. All commissions in 
the electricity sector are trying to seek the involvement of 
experts and the public to the maximum. 

Regulators must work towards self-destruction. The regula¬ 
tory commissions must not become a permanent feature like 
so many other departments of the government. India needs to 
think in terms of amalgamations of commissions so that there 
are multi-utility commissions, and provide, perhaps in the 
legislation itself, for some time period over which this can 
happen. 

As there are obvious limits to efficient regulation, the thrust 
should be on bringing about competition in generation and 
retail supply and getting multiple players in transmission and 
distribution of electricity. The thrust has to be on private 
sector involvement. While the private sector could be expected 
to take over even some of the existing operations over time, 
the need for public financing of investment during a lengthy 
transition period would persist. 

Clearly, efficiency is the name of the game. Efficiency 
improvements must be part of tariff decisions. This would, to 
some extent, minimize the price shocks as subsidies reduce. 
There is increasing awareness of the need for full cost recov- 
Though the allowable cost would probably be on a nor¬ 
mative basis, there is a need to think about introducing 
management costing systems, and techniques like activity- 
based costing. This leads to the question of accounting and 
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bookkeeping in the electricity industry. There is a huge 
amount of work to be done in terms of financial accounting 
and cost accounting. There is need for an overarching national 
philosophy on regulation so that all regulatory commissions 
have similar frameworks with specific differences depending 
on the industry. 

Ensuring independence of the commission is very impor¬ 
tant, more so in the area of financing. How can financing of 
regulatory commissions be made independent (e.g., in elec¬ 
tricity) so that the regulatory commission’s expenditure on 
staff, etc., are not subject to constant haggling? 

There is a dearth of specialists, except engineers, in the 
electricity industry. India does not have many economists who 
are working on electricity. The Institute of Cost andXXbrks 
Accountants is going to start looking at electricity costing. 

The Institute of Chartered Accountants and management 
institutions, except for a couple, have not done much work in 
this area. Therefore, regulatory economics, regulatory ac¬ 
counting, and management are important areas which need 
attention. Similarly, consumer awareness is essential for a 
wider feedback. 

Regarding the question of sustainable development, the 
electricity commissions need to look at environment in a more 
creative manner while determining tariffs because some part 
of investment is on pollution control equipment on which a 
return is being given. But there are also other issues such as 
greenhouse gases, air quality, and ugly landscapes. 

There is a problem in the area of demand forecasting, and 
the Planning Commission which is seized with the problem is 
now trying to see how economics can come into demand 
forecasting and how forecasting time intervals can be made 
shorter so that there are more periodic reviews and not just 
five-year forecasts. But as tariffs get rationalized, T&D (trans¬ 
mission and distribution) losses become less, and people 
begin to pay more, there will be a need to reassess the de¬ 
mand forecasts because of the elasticities of demand. 

Training for regulators and regulatory staff and depart¬ 
ments needs a great deal of attention. Regulatory cooperation 
and the area in which the work of the central commission 
interfaces with the state commissions must get attention. The 
Haryana Electricity Regulatory Commission, the Orissa 
Electricity Regulatory Commission, and the Central Electric¬ 
ity Regulatory Commission are founding a national forum of 
regulators, which will provide a platform for this interaction. 
At a later stage, other regulators may join the forum to share 
regulatory experiences. 
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Petroleum is one of the key sectors of the economy which is 
Devi Dayal essential for economic development and to improve the life 
styles of people in the country. It has already been decided to 
dismantle the administered pricing mechanism and to com¬ 
pletely deregulate the entire sector by 2002. Exploration and 
production have been fully opened up for the private sector 
and they now have a level playing field with public sector oil 
companies. Any explorer and producer of crude oil and natu¬ 
ral gas will get international prices for his produce. The 
refining sector has been fully delicensed; anyone can set up a 
refinery without obtaining a licence from the government. 
Marketing has also been partly decontrolled except for petrol, 
diesel, and ATF (air turbine fuel). All other products, namely 
LPG (liquefied petroleum gas), kerosene, lubricants, fuel oil, 
bitumen, etc., have been decanalized and opened up for 
marketing by anyone. Even petroleum products that are 
marketed like petrol, diesel, and ATF can be marketed by 
companies that have invested more than 20 billion rupees in 
refining and/or are producing 3 million tonnes of crude oil or 
crude and natural gas annually. It is the duty of the govern¬ 
ment to ensure adequate availability of petroleum products to 
meet the full demand throughout the country at reasonable 
rates and to all the sections of the society. The government 
has to be assisted in this and a regulatory mechanism is 
essential to regulate the markets in a deregulated scenario, 
promote investments, promote competition, prevent carteliza¬ 
tion, and ensure transparency. 

It is not feasible to have a single authority for all the activi¬ 
ties in the petroleum sector as these activities are quite dis¬ 
tinct from each other and the operators are also quite 
different. Hence, separate authorities will be more useful and 
will be able to perform the job assigned to them more effec¬ 
tively. Different roles have been conceptualized for the gov¬ 
ernment regulatory body and the industry. A petroleum 
federation of oil companies has been proposed which will 
actually take up the common cause of the industry in R&D, 
develop new technologies, arrange finances, and deal with the 
common problems. As there is apprehension of this resulting 
in cartelization, more thought has to be given to it. 

The regulatory body should be independent and the selec¬ 
tion of the chairman and the members will be made by an 
independent, reliable, and objective mechanism. The panel for 
the appointment of the chairman and the members will be 
recommended by a committee consisting of the Chairman of 
the Press Council of India or of the PSB, the Secretary of the 
Administrative Reforms Department, the Secretary, PNG, the 
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Chief Executive Officer of the downstream oil companies, and 
experts. These members will have a three-year tenure, extend¬ 
able by two years. Funding will be from a grant from the 
government as well as from acquisition of fees, fines, etc., 
collected by the authority itself. 

The authority will have full freedom to appoint its staff, 
and determine their terms and conditions of service. The 
hearings of the commission will be public, and anybody can 
procure the copies of the decisions of the authority. There will 
be an audit by the C&AG (Comptroller and Auditor General). 
The annual report on the functioning of the authority and the 
audit report will be put up before the Parliament each year. 

The commission will have the judicial status of a civil court 
and penal provisions. The commission has also been empow¬ 
ered to direct the officials of the oil companies and govern¬ 
ment officials to take action for filing complaints in the 
courts, criminal action, and other consequential actions. This 
will ensure the effectiveness of the authority’s independent 
functioning. The authorities need to be constituted under the 
legal framework, so the task of framing the legislation is in 
hand. The task of the regulatory authority for upstream, 
exploration and production, and natural gas has already been 
discussed by the Committee of Secretaries, and the drafts 
have been vetted by the law department too. It is hoped that 
these authorities enact the legislation in the coming sessions 
of the Parliament. The draft for the authority for the down¬ 
stream sector is ready, but it has to go through the decisions 
at various stages of the government before it is in place. The 
functions assigned to theTRAI (Telecom Regulatory Author¬ 
ity of India ) or the Central Electricity Regulatory Commis¬ 
sion would be distinct from those assigned to this authority. It 
will not have powers to lay down policy. The policy will be 
framed by the government and announced by the oil compa¬ 
nies. It will only monitor and ensure their effective implemen¬ 
tation and adjudicate on issues of disputes among the 
different operators. It is apt that different kinds of coordina¬ 
tion among the different regulators in the petroleum sector 
itself and other regulators be developed. 

With regard to supply in the far-flung and disadvantaged 
areas, the pattern of provision of services in the north-east, for 
example by the Indian Airlines, could be effective. To operate 
in other parts of the country, they have to operate at 15% of 
the services in that area, and at a discount. Similar provisions 
could be made for supply to the hilly areas and other far-flung 
areas. Another solution could be to share, among all the 
operators in the country, the cost or the compensation of the 
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loss in supplying to such areas. An important issue is whether 
the oil company should take effective and proactive action for 
developing consumer consciousness and promoting consumer 
education. This should be the essential function of the oil 
companies. It is recommended that this should be done with 
the help of academic institutions and research institutions like 
TERI. The authority should be set up as early as possible 
because the sector has already opened up. 

The National Telecom Policy, 1994, although a bold step, by 
hindsight can be said to have been flawed in its conception as 
well as implementation. Apparently, its prime motivation was 
not promotion of competition but induction of private capital 
into this sector on account of shortage of public funds for the 
expansion of these services. Conceptually, the policy was 
flawed in as much as the necessary sequential steps were not 
taken prior to the introduction of private operators. These 
relate to the re-balancing of tariffs and the absence of institu¬ 
tional reforms, namely that of the separation of functions in 
the Department of Telecommunications between policy¬ 
making and provision of services, and more importantly, the 
absence of an independent regulatory institution. The absence 
of structural reform in the institutional aspects of telecommu¬ 
nications resulted in the implementation of the policy being in 
the hands of the incumbent monopoly operator, which had no 
incentive to promote competition. 

The telecom tariff structure in India is among the most 
distorted in the world. The ratio between call charges for local 
calls and an international call being 1:300 and that between a 
local call and a domestic long distance call 1:150. These ratios 
in developed countries are nearer 1:5.TRAI (Telecom Regu¬ 
latory Authority of India) has, therefore, given high priority to 
the re-balancing of telecom tariffs. Two consultation papers 
have been issued on the subject and it is expected that tariff 
determination exercise will be completed shortly. Another 
area of priority attention withTRAI has been that of sorting 
out interconnecting issues between service providers. This is 
of critical importance for the success of private operators in 
the sector. 

In this context, what is needed in India today is a public 
debate on the role and place of regulatory agencies in the 
emerging governing structure as a result of changes in eco¬ 
nomic management. TRAI’s experience is that the existing 
governing structure is unwilling to accommodate new struc¬ 
tures in this area. 
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Another important issue which needs public discussions 
and public education is the current reluctance of users to pay 
the user charges for public utilities. 

Regulation is essential in a monopolistic situation. It may be 
necessary as a transitory feature during a process of liberaliza¬ 
tion. Butj there is a strong opinion that, when competition 
picks up, the regulatory mechanism shall wither away, or, at 
least, change in character to become light-handed regulation. 

There is an equally strong contrary opinion that some 
regulation will be required even w^hen competition picks up. 
Whatever may be the economic theories, there is in reality 
nothing like ‘perfect competition’. Given the ingenuity of the 
human mind and the imperfections of the economic system, 
there will alw'ays be scope for manipulation of price and 
quality. From a consumer protection point of view, therefore, 
there will be a need in perpetuity for some form of regulation. 

Even otherwise, there will always be a need for resolution of 
conflict of interests - public versus private; major port versus 
minor port, etc. 

The regulatory arrangement that may need to continue in 
perpetuity need not be intensive or tight-fisted, it can be light- 
handed. It will be more appropriate for it to adopt a consulta¬ 
tive rather than an adjudicative character. 

The best justification for some form of regulation to con¬ 
tinue even in a competitive situation will be for it to function 
as a catalyst of reforms. In this context, public utilities, espe¬ 
cially those functioning in a pronouncedly monopolistic 
manner, that go in for inefficient use of capital, will need to 
be singled out for specific attention. As a catalyst of reforms, 
the regulator must work towards more efficient use of capital. 

As regards the scope of regulation, the general feeling was 
that, bearing in mind the unbridled growth of minor ports, 
there wnll be need to regulate in a coordinated manner both 
major and minor ports. 

Even within the major ports, it may not suffice to regulate 
only tariffs, the safety and conservancy aspects also will have 
to be so regulated. The need for such regulation is already 
recognized by the special administrative arrangement already 
separately erected for this purpose. It has only to be recog¬ 
nized that all the three aspects will require a statutory back up. 

In the ports sector, tariffs are levied not only by the port 
authorities but also by many other operators. Port-trust-tariffs, 
in fact, form a minor part of the port-level expenditure. There 
is, therefore, a strong case for regulating the other tariffs also. 
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The argument that there is no need to regulate the ‘other 
tariffs’ because of the competition available may not be valid 
for the reason that shipping lines and the various agents at the 
port-level tend to catalyse. Notwithstanding the so-called 
competition^ therefore, the ‘other tariffs’, especially the ‘ter¬ 
minal handling charges’ will have to be regulated. 

There is no clarity emerging from the deliberations about 
the structure to be adopted - whether it shall be a two-tier 
arrangement involving the state governments (relating to 
minor ports) or whether it shall be one comprehensive ar¬ 
rangement at the national level. Also, there is no clarity about 
coordination between different regulators and the appellate 
arrangements necessary. 

Whatever may be the role and function, the regulatory 
mechanism shall be transparent in its functioning and must be 
very objective. Apart from being consultative in character, the 
regulator shall also publish the principles to be followed and 
the approaches to be adopted so that all concerned will know 
how the proceedings will be conducted, along what lines, and 
subject to what parameters. The general consensus is that the 
regulator shall be given more powers and shall be made more 
autonomous. In this context, it has to be recognized that, to 
be fully functionally autonomous, the regulator has to be 
financially autonomous. 

There is no clear perception in the country in general, and 
within the government in particular, about the concept of 
‘regulation’. There is, therefore, an urgent need to prepare a 
White Paper on Regulation, The White Paper must compre¬ 
hensively address all issues relating to regulation. If at all it is 
necessary to distinguish between different phases of develop¬ 
ment from a controlled economy to a liberalized economy, it 
must clearly delineate the arrangements required in the differ¬ 
ent phases namely, ‘controlled’, ‘transitory’, and ‘liberalized’. 

The statutory provisions relating to the regulatory mecha¬ 
nism in the four sectors under focus clearly illustrate the 
hiatus between different statutes, the ambiguities in the provi¬ 
sions incorporated, and the current attitude of the govern¬ 
ment towards resolution of these problems. The government 
must treat these ambiguities and hiatuses as policy issues, play 
a positive proactive role, and take policy decisions to remove 
the ambiguities without waiting for them to be clarified 
through judicial interpretation. 

It will be useful in this context to develop a model statute 
with incorporation of basic provisions, commonly for all the 
regulators. The model statute shall, to the extent possible, 
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spell out unambiguously the role, functions, and processes of 
a regulator in the three identified phases. 

Any regulation, especially regulation of tariffs, shall inevita¬ 
bly reckon with the labour component. These labour compo¬ 
nents will be governed by the provisions in the labour laws 
relating to industrial disputes, conciliation proceedings, etc. 
And, unlike in some other countries, in India we do not have 
labour laws for individual sectors. It will not, therefore, be 
possible for one sectoral authority or (even) one sectoral 
regulatory authority to deal effectively with the labour compo¬ 
nents so as to be able to use the tariff-leverage for effecting 
improvements in operational efficiency. Unless this tangle can 
be satisfactorily resolved, the entire liberalization process can 
be negated. This hurdle can be overcome only if the central 
government can launch an inter-sectoral national campaign to 
sensitize labour to the liberalization process and motivate 
them to accept and adopt the changes. 

Every sector needs (1) a very clear policy strategy, (2) regula¬ 
tion, and (3) sequencing of reforms, with which it becomes 
easier to get bankable projects. Once the idea of regulation is 
in place, a new tribe of economists will rule. There ought to 
be a transitory tribe which will help in changing from a pub¬ 
licly controlled system to a privately competitive system. 

These economists will change their roles during the transition 
period. This is creative destruction, destroying an old system, 
and putting a new system in place. During this period, some¬ 
one is required to take hold, command the system, and help 
control it. Thus there is need for a v'ery efficient regulatory 
system. Serious thought has to be given to institutional ar¬ 
rangement because it ought to be a helping hand to the new 
sectors that are emerging. So there is a lot of stress on the 
quality of personnel. The institutional structures should be 
less complex. There are some generic principles of regulation. 
Are there advantages of inter-sectoral regulation? For exam¬ 
ple, can there be an energy regulation rather than a separate 
one for coal, fuel, pow'er, etc., and are there some efficiencies 
to be gained from that type of regulation? Today there are 
power companies or ports, but projects might become much 
more integrated. For example, if a company has distributional 
strength, it might very well go into distribution of power, 
water, etc. So one has to address the competitive issues arising 
out of these cross-jurisdictional issues. The method of privati¬ 
zation can also create a lot of efficiency gains in how you 
regulate. For example, the cost-plus principle in the power 
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sector requires enormous amount of regulation, but with a 
tariff bidding system, one needs less regulation. How can one 
actually privatize so as to minimize the regulatory require¬ 
ments of the system? You can actually do it in a way that 
maximizes regulatory requirements! The regulatory system 
should be innovative, creative, and flexible. I think India 
deserves it and needs it. A balance has to be struck between 
innovation, flexibility, and creativity and the need for a frame¬ 
work regulation. One also needs to distinguish between regu¬ 
lation and supervision. The two should be separate because 
the methodologies for both are different. One is the consulta¬ 
tive process, the other requires continuous dialogue. 

Liberalization of the insurance sector is intimately linked to 
the areas of core sectors such as ports and telecom. There is a 
distinct concern for movement from an existing public sector 
or government level controlled mechanism to a privately 
operated or a competitive environment. There is also anxiety 
about the new players who could enter into the market - their 
credibility, financial standing, and their long-term dealings 
with the customers; and whether they are mature enough to 
handle the responsibility, the obligations, and expectations of 
the growing sector in India? Are there adequate number of 
players who can really fulfil this role? 

Regarding the role of the regulator, the members of the 
Parliament are keen on knowing whether the IRA (Insurance 
Regulatory Authority) Bill adequately provides for the role of 
the regulator or whether it needs more powers in areas where 
the government sidetracks the authority or takes over the 
power as these provisions are part of the bill both for the 
SEBI (Securities and Exchange Board of India) and the IRA. 
The regulatory authority feels that the major role of the 
regulator in the insurance sector or the service sector when 
the regulator is likely to continue from the transitory to the 
final state would be to guide, support, and develop confidence 
and objectivity in dealing with the new players. The regulator 
will help in the long run in a few areas which are concerned 
with better products and better spread. If the two insurance 
corporations today can together mobilize 260 billion rupees in 
a year for investment, can a better spread over the next two to 
four years get them 300-400 billion rupees? The existing 
money could be used up by the new players too. This is the 
danger that existing insurers who are used to a monopoly 
status are worried about. Their confidence is shaken with 
regard to incoming competition. 
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The insurance or service sectors deal with awareness and if 
marketing is given a thrust, better awareness will be of consid¬ 
erable importance. Better consumer awareness means better 
consumer services. Consumer services are linked to costing - 
at what cost will the services be provided? Is there a danger of 
cartelization as it is emerging in the airline sector due to the 
paucity of players coming in? Should there be genuine serv¬ 
ices based on cost? Fortunately, in the insurance sector there 
are certain stipulations within the law w'hich will enable the 
regulatory authority to ensure better service to the consumer. 
Consumer service should be ranked in terms of cost of the 
product and not necessarily in terms of only the services 
rendered which in any case is an obligation of the insurance 
service provider. The liberalization of the insurance sector or 
any sector should lead to better technical base, technical 
support, education, and training so that people on the job 
develop confidence and are able to instil it in the people who 
purchase the product. If the people providing the services 
know their job better, they will be able to develop that confi¬ 
dence and instil that ability in the people who purchase the 
product. I think these are the areas of concern for the IRA as 
the regulator. And we are going to be working for it and I 
would be definitely be very happy that we associate ourselves 
with any of the activities which organizations like TERI do. 
We would be delighted to take part in further deliberations or 
discussions of such bodies. I would very much like to thank 
TERI for the opportunity given to me to be present this 
afternoon. 
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I will be brief because anything I add to what has been put 
forward will be totally redundant. As purely a research organi¬ 
zation involved in research and training, one of our objectives 
in organizing this conference - apart from bringing out the 
major issues confronting the country and various sectors of 
the economy - was to arrive at some kind of a programme of 
action and a research agenda for ourselves. 

Prof. S L Rao rightly said that regulatory commissions 
should set as their objective the need to self destruct. Unfor¬ 
tunately, as Mr Sathyam said, even that right is not available 
to these commissions; only the government can destroy them. 
So we have the first item of priority for our own research 
agenda and we will have to start working on some kind of a 
terminator gene that could be put into these regulatory bodies 
right from the beginning. 

I now want to address a few issues which deal with the 
follow-up of this conference. We take very seriously the sug¬ 
gestions put forward that a White Paper should be produced 
on regulation as a whole. We will be in touch with 
Mr Sathyam and the other distinguished persons who have 
helped us in seeing how this could be done. And I will request 
Mr Sundar and my colleague, Dr Leena Srivastava, to take the 
initiative in bringing this about. 

We will also bring out the proceedings of the conference. 
This will serve the larger purpose of dissemination and make 
available to a much larger audience what was said here. 

The suggestions about model statutes to look at some of 
the labour implications have to be taken into account. The 
whole process of privatization and the functioning of regula¬ 
tory bodies could be jeopardized by the fact that we have large 
surpluses of labour. The entire initiative could become so 
politically unpopular that we will be frozen in our tracks. I 
hope we can tackle this issue in some way. 

If so many different ministries and agencies are working on 
setting up regulatory commissions and giving them terms of 
reference, we might have several commissions treading on the 
toes of others. We need to be very clear about what we do at 
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the central and state levels. This is an important issue that the 
White Paper should address. How do we ensure that we do 
not have a tribe which grows like hydra and only creates 
problems for everybody? As was pointed out, we should not 
have a new breed of magistrates who exceed the brief of the 
existing magistrates in the system. The reason why we set up 
the Regulatory Studies and Governance Division at TERI is 
because we see the challenges of research and intellectual 
effort, and we have also seen that several such efforts that 
have taken place in the recent past have not been supported 
by the kind of intellectual exercise that was required. I am not 
saying that anybody, any research institution in particular, has 
any superior knowledge to make this a more enlightened 
process, but I think we need to set up a process of interaction 
with those who are practitioners and those who are in the 
business of research. And for this reason, as Mr Sundar has 
mentioned on several occasions, we hope to set up a relation¬ 
ship with all those involved in the business of regulation and 
also those who are going to be involved in the business of 
being regulated. I hope that everyone who has attended the 
conference supports this thought. 

We need to organize a conference of this nature annually 
because I think things are going to move very rapidly; if they 
do not move rapidly, there is all the more reason to hold a 
conference of this nature. We are delighted at the fact that we 
were able to attract some of the most senior regulators and 
commissioners from other countries and I think their experi¬ 
ence is vitally important to us. We hope that in the future we 
can count on the same kind of inputs and support from them 
as well as others. 

I am not going to get into any issues of an academic nature, 
but the Honourable Minister for Communications, 

Mr Jagmohan, did make the point during the inaugural ses¬ 
sion that whatever regulatory bodies do has to be accepted by 
the public. I think that is a vitally important issue and that we 
need to sensitize the public. We need to bring out a lot more 
information products that can create an understanding of 
what regulation is all about. We need to ensure that the public 
understands it, sees the benefits of it, and also sees some of 
the downsides that may be associated with it. 

Lastly, one would have to create an enormous amount of 
expertise. There is a great danger that one may be recycling 
personnel drawn from a diverse set of backgrounds into 
regulators and regulatory specialists. Unless they arc equipped 
with the right level of expertise and have the tools and tech¬ 
niques of regulation worked out, we are in for a very difficult 
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time. Here again, I would submit to and endorse the spirit in 
which Prof. Rao has put forward this thought. There is a need 
for linking up regulatory bodies with specialist organizations 
and individuals outside. This will enrich the process, help the 
country enormously, and ultimately help the public and the 
consumer. 

Not going into a detailed listing of persons to whom we 
owe deep gratitude, I want to thank you all. I want to thank 
you sir. Prof. Alagh, the person who has always helped when¬ 
ever we needed his presence. Whenever we needed his wisdom 
and advice, he has been there, and I hope we can continue to 
count on that for all time to come. 

Thank you very much. 
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Honourable chairman, Prof. Y K Alagh, eminent panellists, 
distinguished delegates, and friends. It is my pleasure and 
privilege to propose the vote of thanks at the close of the two- 
day national conference. This national conference has been a 
landmark in many ways, particularly in that it is the first time 
in India, and perhaps in this part of the world, that such a 
conference has been organized. Dr Pachauri has already 
delineated the conclusions of the conference. 

I would only like to add to that by saying that we will 
consolidate the advice given by the honourable chairperson 
and other distinguished panellists. My thanks are due to all 
those who have contributed so generously to making this 
conference a success. At the very outset our heartfelt thanks 
go to the Honourable Minister for Telecommunications 
Mr Jagmohan, who graciously consented to inaugurate this 
conference. We are thankful to Prof. S C Littlechild for his 
thought-provoking keynote address. Our special thanks go to 
the chairperson of this session and all chairpersons who 
guided the discussion in our 20 sessions over the last two 
days. Our thanks go to the distinguished panellists of the last 
two days, who have come fri'm 12 foreign institutions and 
about 4d premier institutions in India, for their thoughts and 
views. Our thanks also go to the distinguished participants 
without whom the discussions would not have been successful. 
We thank various sponsors to our programmes, specially the 
Central Electricity Regulatory Commission, Orissa Electricity 
Regulatory Commission, Hindustan Petroleum, Cellular 
Operators Association of India, Department for International 
Development, and HSBC Investment Banking. We specially 
thank the Telecom Regulatory Authority of India and the 
Tariff Authority for Major Ports for their participation in our 
conference. We also thank the Indian Ports Association for its 
guidance during the last few months. We are specially grateful 
to the Infrastructure Development Finance Company Ltd for 
guiding us from the very beginning on how to make this 
conference a success. I shall be failing in my duty if I do not 
thank the Steering Committee for this conference, chaired by 
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Prof. S L RaOj for its continuous guidance. ,Our thanks go to 
the reporters who are the eyes and ears of this conference and 
also the persons who have participated in the issues over the 
last two days for our conference. Our thanks go to all our staff 
for their enthusiastic execution of all processes associated 
with the conference. There has been such a wide-ranging 
participation in the conference that I seek sincere apologies if 
I have omitted to mention of anyone who has also helped to 
make the conference fruitful. Thank you. 
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projections 385 
electricity 104,115, 
139,193 
Demand-side 
management 80, 152 
pricing 373 
Demand-supply 
gap 198 

gap: energy 199 
potential 444 
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Mumbai, India 

• Mr R K Batra, Adviser (Oil and Gas), TERI, New Delhi, India 

• Mr S Behuria, Director (Marketing), Bharat Petroleum Corporation Ltd, 
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• Power 

Mr Gaurav Bhatiani, Research Associate, TERI, New Delhi, India 

• Ports 

Air C S Venkatraman, Chief Executive Officer, Indian Ports Association, 
New Delhi, India 

• Telecom 
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